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1. INTRODUCTION, PURPOSE AND SUMMARY. 

Q. PLEASE STATE YOUR NAME AND BUSXNESS ADDIWSS? 

1-01 K A. J V V l  L. . . ,. ,. ... _I ,. , .. . .. , - -  .;> ._MI ,... .:> b h  ... 

v. 

A.  

Q. 
A. 

XI It. 

Q. 
A. 

Q. 
A. 

HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN THIS 

PROCEEDING? 

Yes ,  my rebuttal testimony was submitted in support of Black Mountain Sewer 

Corporation’s (“BMSC” or “Company”) application for rate increases. 

WIIAT IS THE PURPOSE OF THIS REJOINDER TESTIMONY? 

My rejoinder testimony relates to the Town of Carefree’s (“Town”) continuing 

claims of odor probleins originating froin the BMSC wastewater collection anc 

treatment system. 

OEOK COMPLAINTS, 

DOES BMSC HAVE AN ODOR PROBLEM, MR. WADE? 

No, it has an odor complaint problem. 

WIIAT IS THE DIFFERENCE? 

BMSC has control over its facilities, its operations and any odors that are ernittec 

froin the operation of its facilities. The Company has taken steps and eliminated 

any odors that can be characterized as problematic, and it appears that many of the 

complaints the Town points to pre-date the Company’s efforts to address odol 

complaints. In fact, Mr. Pearson’s surrebuttal testimonj 

discussing odor complaints shows that customer complaints have steadily declinec 

since BMSC began and then completed plant improvements to address odol 

Pearson SB at 3-5. 
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v. 

A. 

Q. 

A. 

TIIERE DOES APPEAR TO BE AN INCREASE IN COMPLAINTS IN THE 

TIME FRAME OF DECEMBER 2005 THROUGH MAY 2006. WHAT DO 

YOU MAKE OF THAT? 

It was during this tiine that the Boulders HOA performed a 

paveinent replacement project throughout the Boulders community. Included as 

part of the contracted work was the repair and adjustment of all utility facilities 

that were disturbed during the replacement of pavement. During this time, BMSC 

noted nuinero~ts instances of damage and/or sub-standard repair of sewer mains in 

the sewer system. See Correspondence dated January 5 ,  2006, copy attached 

WHAT ABOUT THE TESTIMONY OF THE TOWN MANAGER THAT 

THE TOWN IS AWARE OF CURRENT ODOR PROBLEMS? 

Mr. Francoin supports this claim by making two points, the second of which is tnat 

BMSC has an odor problem because it is continuing to receive customel 

complaints. Francoin SB at 3. Mr. Pearson makes the same point in his testimony. 

Pearson SB at 3-5. Mr. Francoin also testifies that not all of the Company’s 

custoiners agree that there is no odor problem. Francom SB at 5.  This is exactlq 

mv ooint-BMSC has a problem with customer complaints about odors. 
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A. 

DOES THAT CONCLUDE YOUR REJOINDER TESTIMONY? 

Yes. 
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6LACKMOUNTAIN SEWER CORPORATION 

January 5,2006 

Boulders Home Owners Association. 
Attn: Home Owners Association President 
7518 E Elbow Bend Rd, 
Carefree, AZ 85377 

RE: BOULDERS HOA PAVEMENT IMPROVEMENT PROJECT - OFFICIAL NOTICE 
OF DAMAGED UTILITIES 

Dear Home Owners Association President: 

Please allow this letter to serve as Official Notice of Damaged Utilities owned by Black 
Mountain Sewer Company (BMSC) in correlation with to Boulders Homeowners Association’s 
(BHOA) most recent pavement improvements (noted as “The Pavement Project”) relevant to 
adjustment work performed by Sunland Paving (Contracted Construction Company or 
Contractor). During the course of construction of the project, BMSC Staff have noted numerous 
events and activities, which have led to serious damages to surface and below grade utilities 
owned by BMSC. These damages include, but are not limited to the following: 

Asphalt overlay material adhering to manhole lids. This material needs to be removed to 
allow secure fastening of the manhole lid and covers to the mounting ring; 

Manhole ring adjustments utilizing bricks need to be properly grouted securely inside the 
manhole. 

All manholes and connecting sewers need to be properly cleaned of all construction 
material and debris, which have fallen into the manhole during the course of construction. 

All manhole lids must be properly seated within the mounting ring to protect the sewer 
from storm water run-off and infiltration. 

All manhole covers removed during the course of construction must be replaced with the 
original manhole lid or a new “like-in kind” specifically machined and manufactured for 
the “like-in-kind” receiving manhole. Mismatched manhole covers with protruding air 
gaps or uneven placement will not be accepted. 

All manhole covers in the collection system prior to the Project bore the insignia 

Black Mountain Sewer Co. 
PO Box 459 

Litchfield Park, AZ, 85340 

Telephone: (623) 935-9367 Facsimile: (623) 935-1020 



BLACK MOUNTAIN SEWER CORPORA TION 

“Sanitary Sewer.” Mismatched or improper markings on the manhole covers with other 
city logos or non-compliance identifications (ie “Storm Sewer,” “Town of Buckeye” 
“Arizona Water”) will not be accepted, and must be replaced with manholes’ of proper 
insignia. 

Manholes with bolt-down covers and rubber gasket seals are required to be replaced with 
new, “like-in-kind” mounting hardware and gasket material (mounting hardware and 
gasket materials has been removed or damaged to gain access). 

Several manholes and covers have been physically damaged during removal and/or 
replacement. All damages must be repaired, or replaced with “like-in-kind”, new 
materials. 

Several manholes and sewer clean-outs are still buried under pavement, have not been 
properly raised to surface level, and have not been properly inspected for further 
damages. 

As a result, it is BMSC’s intention to reject final approval or acceptance of the construction, 
installation or repair work conducted by BHOA or its Contractor. All sewer rings; risers and 
manhole cover re-installation, not in strict compliance with current Arizona Revised Statutes 
(ARS) and Maricopa County Association of Governments (MAG) Uniform Standard Details for 
Public Works Construction rules and specification will not be accepted. 

As a major component of our sewer collection system serving as many as 1500 customers, let me 
express our deepest concern that the modifications and corrections conducted by the BHOA and 
its contractor are not properly constructed nor installed to recognized engineering specification or 
construction standards. It is our understanding that BHOA will take immediate and decisive 
measures with site-specific characterization to expedite remedial action to meet the project 
requirements applicable to current ARS and MAG rules and specification. Until such time that 
BMSC is convinced that all subsidence, settlement and sub-standard installation issues have been 
properly addressed, and all damaged equipment has been repaired to required specification, 
BMSC is forced to withhold final construction approval and may exercise all remedies allowed 
by law. 

We look forward to your immediate response to this very serious situation, as environmental 
health and safety concerns as well as property damage issues are at risk. If I can be of further 
assistance, please contact my office at 623-298-4823. 

Black Mountain Sewer Co. 
PO Box 459 

Litchfield Park, AZ, 85340 

Telephone: (623) 935-9367 Facsimile: (623) 935-1020 



BLACK MOUNTAIN SEWER CORPORATION 

I Sincerely, 

Joel L. Wade 
Manager of Engineering and Construction 
Algonquin Water Services L.L.C. 

cc: 
Michael D. Weber, P.E. - Vice President & General Manager - Algonquin 1 
Charles Hernandez - Operations Manager - BMSC 
Dan Shanaman - Wastewater Operator - BMSC 
Jim Subers - Chief Construction Inspector - BMSC 
Pat Neal - Boulders HOA 
Project File 

rater Services ..C. 

Black Mountain Sewer Co. 
PO Box 459 

Litchfield Park, AZ, 85340 

Telephone: (623) 935-9367 Facsimile: (623) 935-1020 
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Odor and Hydrogen Sulfide Monitoring Specialists Since 1991 

C 

SEWAGE COLLECTION AND CONVEYANCE SYSTEM 

AND BOULDERS WATER RECLAMATION FACILITY 

A 

Performed for Black Mountain Sewer Company 

Final Report 

March 3 1,2006 

Lamb Technical Services, Inc 51 02 South Fern Court, Chandler, AZ 85248 Phone 480-802-2789 Fax 480-802-2790 elamb/ts@nsn corn 



Black Mountain Sewer Company 
BMSC Collection and Conveyance System and the Boulders WRF Phase 6 Report 
Executive Summary 
3/31/06 
Page 1 

EXECUTIVE SUMMARY 

Phase 6 Data Review 

During the Phase 6 study in Carefree, AZ, Black Mountain Sewer Company (BMSC) asked Lamb Technical 
Services, Inc. (LTS) to re-evaluate the current conditions of the collection lines and determine if any odor 
emissions could be found at the pump stations, at the treatment plant or from the collection system. The goal 
of the study was to determine how effective the hydrogen sulfide and odor control measures had been. which 
BMSC had implemented during the second portion of the Phase 2 study in the summer of 2004. 

Lamb Technical Services was asked to install continuous hydrogen sulfide monitors at the eight initial 
sampling locations that were tested in 2004, and to collect liquid samples from each location for a re- 
evaluation. LTS was also asked to perform fenceline hydrogen sulfide monitoring at both the CIE lift station 
and the Boulders WRF. 

Instantaneous hydrogen sulfide monitoring using the Jerome 63 1 X hydrogen sulfide analyzer found virtually 
no odor emissions that were sulfur-based at any of the fencelines around the waste water treatment facility or 
at the CIE lift station. All of the data were near the low detection level of the Jerome 631X. Continuous 
hydrogen sulfide monitoring was also performed at each fenceline located around the plant site. Only one 
continuous monitor registered four short-term events, just after midnight of the 17'h, 22nd, 25~'~, and just 
before midnight on the 27'". All of these spikes were short in duration, with the highest value being 0.030 
PPM. These events mostly correlated to the highest hydrogen sulfide concentrations seen during the study at 
the Boulder & Quartz location, with the exception of the 0.020 PPM spike on the 22"d. 

The overall data (both liquid and airborne) were considerably better than what was recorded during the Phase 
2 study in 2004 prior to chemical addition. Sulfide concentrations had dropped in some locations by nearly 
90% with the Thioguard chemical addition at the upstream lift stations, although some of this drop could be 
attributed to the much lower wastewater temperatures seen during this study. Data from this study compared 
quite closely to the data during the chemical addition test portion of the Phase 2 study, with the expected 
liquid parameters being higher in the summer months. 

BMSC indicated that they had some chemical feed problems at the Commercial lift station on Friday the 17* 
which correlates to the highest downstream spikes that day, and a couple of days after the chemical feed rate 
was returned to normal on the lSth. During the remainder of the week, most of the hydrogen sulfide 
concentrations were very low within the collection system. On the next weekend. the 27" and 28th, it 
appeared that the level of hydrogen sulfide control was not as good, and some higher spikes were recorded 
from the Commercial lift station all of the way to the Boulder and Quartz location just upstream of the plant. 
This corresponds to the increased activity at the restaurants that the Commercial lift station serves. It is likely 
that the additional grease and solids that were fed from additional restaurant activity into the commercial lift 
station wetwell were the cause of the higher hydrogen sulfide concentrations. LTS recommends that the 
chemical feed rate be increased 20 GPD on the weekend to compensate for these conditions. A short re- 
evaluation should also be performed to determine if 70 GPD of chemical addition at the Commercial lift 
station is adequate to control the hydrogen sulfide concentrations at the wetwelt and downstream to the 
treatment faciliq during the weekend periods. 
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Agreeciiient No. 960058 

WASTEWATER TREATMENT AGREEMEKT 

T-KXS AGREEMENT is made this 1st day of April 1996, by and between the CITY 
OF SCOTTSDaE, an Arizona municipal corporation ("Scottsdale"), and BOULDERS 
CAREFREE SEWER COWORATION, an Arizona corporation ("the Sewer Company"), for the 
purposes a i d  considc ion sct forth hcereindter, 

A. The Sewer Compaiy i s  a privately-owned corporation which OWIIS and 
t>per;ltes certain wmtewatcr colfcction, transportatiun and treatmeat facilities within portions of the 
Town of Cate ib  and the City of Scattsddc pursuant to a certificate of caasenierlce and necessity 
issued by tlie A h n a  Corporation Commission. At present, the Sewer Company has approximately 
850 utifity customers, and totaj. rcvetlues of approximately $LtOO,OOO. Its customers' ped 
wastcwter flows arc it1 cxccss of 320,000 gallons pcr day. The Sewer c6~Zprtxl~'S esisting 
wastewater trearmcitt piam hiis P maximum rreatmcnt capacity of t 60,000 gallons per day. 

R, Scottsdale operates a wastewater collection and treatment system, 111 1989, 
Scot$sdnle entered into m agreement with the Sewer Conlpatly (Agreement No. 88QO&0), under 
which Scatsdak agreed to accept and treat wastewater delivered by the Sewer Company at a 
nickered eonnecrion locatcd in tfic vicinity of North Scottsdak Road and Westland Road, in die 
soutlzem po~tion of rhc Sewer Company's curtificaled area. Since 1989, Scolrsdale has been 
rtcceptjng dehx ics  of wastewater from thc Sencr C~11ipa:iy and charging the Sewer C~tnpany for 
wastewater treatment services as il "large vofti~~ic, non-unXorm discharger" under Scottsdale's rate 
ordinance. 

C. Followiizg tlic execution and approval of Agrement No. 880080, a dispute 
developed cuneem~ng f i e  extent and nature ofthe duties aid obligations that may be imposed an the 
Sewer C a m p i y  as tl private utility regulated by the Arizona Coqoration Commission a d  the 
effectiveness of Agreement No, 880080. As ii consequence, certain obligations contkned in 
A& 
by 
Compiy's wastcwakr, the Sewer Company would be utlable to furnish sewex utility service to its 
customers due to its lack of  Ereatrnent capacity. 

No. 880050 have not been kl!y perfomied, including the purchase oflnstment cap 
wer Company. Ho\ve~er, ifScotisdale were to cease treatment ofa portt'an ofthe S 

D. %hc Sewer Company and Scotkidale desire to enter into a new agreement 
the terrns a i d  canditions under which Scottsdale will receive md uea wwtewater 
ompmy and to clarify each party's riglits and obligations. 

16932-1 
4!#% 



NOW, THEREFORE, in consideration o f  thc promises and agreements sct forth 
hereinafter, mnd other valuable consideration, the receipt and sufficiency of which arc hereby 
acknowledged, Scottsdale and the Scwer Company agree as fi?llows: 

(b) "Point of d e l i ~ w y ' ~  nieans the connec th  existing between the Sewer 
Company's collection and transmission system and the tm& main which has been constructed 
pursuant to Agreement No. 880079 within the right-of-way of North Scottsdde Road, in the: vicinity 
of Westland Road. in rhc event &at rhe portion ofthe Sewer Company's certificated are8 lying south 
of Westimd Road is subsequently developed, Scottsdale and the Sewer Company agree to modify 
the point of delivery as may be necessary to include wastewater flaws from this area. 

2. General Obligations and RiPltts, 

(3) Scotbdale shall accept deliveries of wastewater fi-0~~1 thc Sewer Cotiipnny up 
to a total maximum of 1 ,00Q100Q gallans per day ("gpd"] at  the point of detiver)( rurd shall bc 
rcspmsible Tor transporting and treating wich w ' a  &tewater. 

(b} Ali wastewater accepted by Scottsdalc at the point af delivery shafl bocornc 
thc sole property ol'Scottsdale. Scottsdaje shall have tlrr csch.sise right to use, sell or exchange 
such wastewater. aid the  Sewer Company shalt have no right or interest therein. 

( c )  'I'he Sewer Ccnspnny shall not be obliyatd to dcfiver any minimum quantity 
ofwasstevvater to Scuttsdale. However, the Sewer Compaiiy shall not sell, assign or exclzangc my 
wastr=Fvater to or with a third party; provided, that the Sewer Company shall not be prohibited from 
selling treated wastewater effluent produced by the opcration of its treatment p h t ,  

(d> This Agreement shall not grant Scottsdale or the Sewer Company any right, 
title or intenst in the other party's utility plant or facilities. Eachparty shall be solely responsible 
for the operation, maintenance and repair of i t s  system, except as may be oilicnvise provided herein. 

(a) The Sewer Compziy sHd1 cornply with the provisions of the Scottsdale 
Revised Code, Enforcement Response Pgan and PeruIv Policy Plan, as they may be amended from 
time to time, govei-tling waste;ewa%er discharges to Scottsdale's sewer system. The current 

-2- 



rcquircnicm ofthc Scottsdale Rcviscd Code arc set forth in Chnpter49, Article IV and are attached 
10 this Agreement as Exhibit A. Scotlsdak shdl provide the Sewer Company with narice of any 
proposed amendment or moditkition affecting tlie Sewer Company. The Sewer Company shall dso 
contply with a11 applicable requirements of  the U.S.E.P.A. and the Arizona Departinent of 
Envirotuiientiti Qurkliry governing die Sewer Company's waslewater discharges to Scottsdale's sewer 
system. In addition, aid without limiting the foregoing, the Sewer Company shall conduct an amai 
survey of its commctrcid customers t o  determine if any require an industrial user permit. Such 
survey shall be compfcted by Navcmbcr I ,  arid the results thereaf reported to Scottsdaic. In the 
event the survey indicates that a custoruets discharge requires permitting, the Sewer Company shnll 
develop and impiernenf a pretreatment p r c q p n  that satisfies applicable federal and s W e  
requirements. The Srwr  Company shall coder with Scotisidale with respect to the development of 
such program. 

@) The failure ofthe Sewer Company or any of icj customers to comply with the 
tequironients described in subsection (a), above, or any intederence with Scottsdirle's \vastwater 
treatment or trmsportation system caused by the Sewer Campany shall bc an act of default under 
this Agreement. 

(c) The Sewer Cornpimy shall be liable fox any penalties agscssed against 
Scotrsdale thnb are caused by tbe Sewer Ccmipany's deliveries of wastewater ta Sccltrsdalc. 111 such 
evcnt, Scottsdale shall provide written norice to the Sewer Compmy speciQing the particuIar 
pcnalties which iwe been assessed against it and describing with reasonable particularity the reams 
why the Sewer Company's wastewater deliveries are believed to have- cau$ed the assessment oE 
pen~lltieu. The Sewer Company acknowledges that the penalties which rnay be assessed against 
Scotisdale at present could be as great as $25,000 per day of violation. 

(3) The Sewer Company shatl: pay to Scottsdde a onetime capital chcuge for the 
iicguisitioil oftuastewattrcr treatment capacity hereunder. The capacity charge shall be equal to 56.00 
per gallon per day ("gpd") of wastewater treatment capacity utilized by the Sewer Cornpmy. 

(b) Tile Sever Company sin11 purchase 2 IO,QOO gpd of wastewater treatment 
cap.pscity on the effective date of this Agreement, at a total cast of$1,260,000. Such aniount shall 
be paid Eo Scottsdali: as folfotvs: 

(i) Not less than $200,000 shall be paid to Scottsdale within lhjrty (30) 
days ofthe effective date of this Agrcemcnt; and 

(li) The balance of the tola1 cost, together with m y  interest accrucd 
tliereon (as more particularly described below) shall bc p ~ d  ta 
Scottsdale on or before two hundred seventy (270) days from the 
effectiw date of this Agreement, 

-3 - 



( i i i )  Interest slid1 accrue on the deferred balance of the total cost for tile 
purchase of wastewstcr treatment capacity at the rate af six percent 
(6.00%) per mum, commencing on Junc 1 ,  1996, ruid continuing 
through the date ofpaymcnt. 

In ardcr to evidence the Sew- Compmy's obligation for the payment of the deferred balance ofthe 
due for die inirial purchase of trcafmnt capacity, the Sewer Company shall deliver to 

Sconudale, concurrertrty with the payment dewxibed in subparagraph (i), above, a promissory note 
payable to Scortsdale evidencing the balance of the payment and the aecruai of inmest thereon, 
which shall be due and psyable 270 days from the effective date o f  this Apemenr. Said promissory 
note shall dso provide for rhc paymenr: of interest 31 the rate of Ejfreen percent ( 1  5%) per mnm an 
all unpaid miaunts in the event of a default. 

(c) The Szwer Coinpmiy shall purchase additional wastewaler treatment capacity 
as necessary to correspond to the Sewer Cornpimy's w&tewater deliveries to Scottsdde, up to B total 
maximum capacity of t ,000,000 gpd. Such additional wastewater treatment capacity shaft be 
purchased by the Sewer Compaiy in armual incl-emenfs, calculated in January each year based on 
the highest average daily flow per month recorded during the previous caienda yea. The Sewer 
Company's payment far die purchase o Eadditional wastewater treatmerit capacity shall be due wiWm 
thirty (30) days oftlie Sewa Company's receipt of Sconsdale's wrkea mtice specifying the m o u n t  
of additional wasreuwer tnctlment cappacity which niust bc pmhased hereunder. 

(d) Nstwjvilhstanding anylhing cantrtined herein to the contrary, the Sewer 
Company shall be permilted io dclivcr quantities of wastewater in excess aftfie tmtrnenf capacity 
it has purchased in the cvmt ofm erncrgcncy that would tempomrily prevent or restrict the operation 
of the Sewer Company's wastewater treittment pfsuit. Such emergency rntmst be the result of an 
unanticipated or unusual event or accuntnce beyond thc controf of the Sewer Coxnpxiy. If any 
miergelicy occurs, the Sewer C o m p l y  shall inimediately provide telephonic notice thcreof to 
Scottsdale's Water Resources Opcratisns Division, a i d  tlxrcafter, provide w6tten naticc 
Scottsdale describing thc circumstances of thc emergency in reasonable detail. In such event, the 
\.va.sf?;pt;'wa~er delivered ta Scatisdale in excess of tlic trcaunenr capacity previously purchased shaH riot 
be considered in calculating the Sewer C ~ n - t p ~ y ' ~  avemge daily flow per rrionthh, as pruvidcd in the 
previous subsection. Iiowever, no etncrgeiicy shall exist for a period in excess of swan (7) days 
(exchiding weekerids aid holidays), aid my wastewater deliveries after such severx-day period shall 
be considered regular wastewater deliveries and be included in the calmlaxion of tlic average daily 
Bow unless otherwise agreed by Scottsdale. 

(a) The Sewer Cornparry slid1 pay Scottsdale a manthly user elurge for all 
wastewater delivered to Scattsdale memuzed at the p in t  of delivery. For the purpose of calculating 
the monthly user &age, the Sewer Company shall bc dassified 8s a non-uniform dischager, as set 
forth in Chapter 49, Articte fV, Division 4 of t b  Scottsdale R w h d  C d u .  User charges shall be 
calculated md billed on a monthly bassis, und be based upon the quantity and quality of wastewater 



drIisered LO Scottsdalc in accordance with the applicable provisions ofthe Code, unless arlterwise 
agreed by the partics. Scottsdale may modify the user c h q r  paid by the Scwr Company t o  
correspond to m y  rnodificatioIts made to Scotcsdate's charges fix the R o n - u n i h n  discharger 
classification ger-ierally. Scoftsdate shall provide the Sewtr Company with written nolice oC my 
proposed nmendmnt  or modification of its monthly user charge. 

(b) Scottsdak shall bill the Sewer Campmy for user chrtrges on a nionthly basis 
in accordance with Seottsdale's regular billing practices. l%e Sewer Company shall pay the user 
charges OR or before. twenty-five (25) days from the Sewer Company's receipt of a bi!Iiilg staternenr. 
kt interest clxarge of one percent (1%) per month sfialI be added to my charges not paid by the due 
date, and any delinquent cliages shall constitute a lieit on the Sewer COIII~~UI$S utility plait ;urd 
rjcitities for the purpose of securing paynxnt, as specified by the Scattsdsle Revised Code. 

(a> ,411 wastewater delivered to Scottsdale shall be measured ax the point of 
delivery trsing a flow meter approved by Scottsdak. At the Sewer Compmy's expense, ScuEsdaie 
=id the Sewer Company shdl jointly test a n d  calibrate tJie h v  meter ~ u i d l y ~  and maintain md 
rcpair the flow meter and the c o i i n ~ ~ t i ~ n  at the point of delivery. The accuracy of the Iliaow meter 
sh~zll be miiinraiI1ed :is close to zero error a practical, bur in na event slzalI crrw exceed three percent 
(3%). 'nit ifow meter shdi be read by Scottsdale on a rrronthly basis in coimection with calculating 
die S e w r  Conipany's tnonthly user ckxqe, 

(Er) Facilities sufficient to permit the accum~e sampling of the quality of 
wLstewnter the Sewer Company delivers to Scotisdale slxill also be instdllted at the point of delive9t. 
The parties acknoivlcdgc and agec that the sampling facilities previously installed by the Sewer 
Con~pruly are sufficient for stich purpose, The Sewer Company shall, at its expensc, maintain and 
repair the sampling facilities as may be riccessary to ensure the. acctmcy and reliability of 
~vzsw~vatcr sm1plcs. 

(c) The Sewcr Canipany sha11 measure the quality ofthc wastewater it det ivm 
to Scoitsdsle 011 a quarterly bityis Tor the purpose of computing the Sewer Company's monthly user 
charge as a non-uniform discharger. Each quarter, the Sewer Coinpaiy shall take twenty-four (24) 
how composite saniples for a seven-day pcriod during teguEar business hams. Standard sampling 
techniques shsll be used, as specified in the Scotrsdale Revised Code, and 311 samples shall be 
promptly delivered to and tested by a testing laboratory acceptable. to both parties. Copies af the 
results of' such testing shalf be funiished by the laboratory to both the Sewer Company and 
SCOttSdSk. 

(d) In the event. the point of delivery is changed from its current !ocarion, the 
Sewer Conipany shall be responsible for ali costs and expenses related thereto, including the cast 
of instailing a new flow meter (if necasary) rand sainpiirrg facilities. The design, of the new 
connection and ztll related kilities shall be subject to approval by ScotXsdale. 



to;: 
(a) Scottsdaie atid its authorized agents and represenlalives shatl h n x  the right 

( i )  Inspect the Bow meter, sanipling facilities and connection to 
Scattsddc's transniission main at all reasonable hours; mil 

AI! such sampling auld inspections s l d  be undertaken by Scotlsdde at its sola risk, arid did1 trot 
disrupt or interfiere With the Sewer Company's regular business activities, The Sewcr Cornpipny sb11 
cooperate with and assist Scottsdde in suchsmpiiry! and inspecrions. Tile costs of testing smpies 
shd1 be borne by Scorndale; provided, however, that if &he test results show that a cusronier af the 
Sewer Company is discharging rn industrial waste which may cause a violation of a water quality 
srantla~d~ irnterfe'tsrence or pass tliraugh, than the Sewer Compziy shall reimburse Scalzsdale. 

(b) The Sewer Compaiy shall have the right to be present when Scotrsdale takes 
s,wnples for the Sewer Company's collectio,n inaitis and facilities. If requested by the Sewer 
Company, Scottsdnls shalf provjde the Sewer Coinpmy with split samples, and shall in any event 
provide the Sewer Corngaily with complete copies ofall laboratory test results. 111 the event that spli~ 
sampXes are taken, the Sewer Conqm~y shall likewise providc Scoflsdale with conipIete copies of 
my laboratory t a t  results that it nbkLi'ns. 

(a) The Sewer Comparly shall immediately provide telephonic iioricc to 
SconsdaIc's Water I%esourccs Operations Division in the event oftlie failure af its treatment plant, 
and shall .flierc&cr pcovidc Scattsdale with witten iioticc stating the reasons for thc plan1 failure 
iir rasonable detail. 

(b} S ~ W E ~ :  Company shall provide written notice to Scottsdalc thirty (30) days 
prior to my scheduled bypass ofits treatment plant to make repairs or modifications. 

(c)  In the event afa plant failme or scheduled bypass, the Sewer Company shall 
diligently and with d l  reasonable speed attempt la complete the repairs or modifications to the 
treatment plait and rcsurne operation. In no event shall the Sewer Company bypass its treatmeirt 
pIant for more than sewxi (7) days (exclusive of weekends and holidays) without Scortsdale's 
ranitten p"nission, which shall not be unre&onably withheld in the event ofm ernergcmcy beyond 
the control of the Sewer Company. 

-6- 
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(d) In the evetit S ~ W F  Company elects to pertnarictitly cease operation o i  its 
treatment plant, theu Scottsdale. in  its sole discretion, may elect to terminate this Agreement and 
Scottsdaie shall not be obligated to accept wastewater from tliz Sewer Company. 

Following the execution of this Ayermefii, the % W ~ F  Cornpay shaii provide 
Scottsdale with a map ofits service area showing it5 colkction and transmission mains, ma:&olos, 
lift stations and other piant and €adities+ Thcredter, the Sewer Company shalI from rime fa time 
provide Sconsdale with M updated map of its facilities follatving my signifrcmt additions or 
improvements to the Sewer Campany's system. 

(a) Scottsdaie shali not be resjmnsibie for the connot, trarxportation, handling, 
use2 dispusnj, tmtment or distribution of my wastewater or my by-products fix constituents thereof 
upstream of the point of delivery. 

(b) Sewer Company shatl irrdemify and hold Scottsdaie and its elected aiid 
appointed officials, agents and G I X ~ I O ~ W S  harmless From any dnrn3ge or claim of damage of m y  
nature (including property daniage, personal injury ofdeatli and my fines md penalties) arising out 
of or resulting from the wstewater the Sewer Company delivers to Scoftsdsle, including m y  failwe 
of the Sewer Company or any of its agents, employees or contractors to comply with any statute, 
administrative regulaljan, ordinance or other standard or requirement applicable to tIrc Sewcr 
Cotnpany's wastewater co1lec:ion and treatment system. R e  foregoing notwithstanding, the Sewer 
Company shall not be required to i~dcnmify and hold Scottsdale harmless hcreuader if the primary 
cause aftlic cfatnage or claim of damage is an intentional or iiegligcnt act or omission of Scottsdale 
or any of its agents, empioyees or contractors. 

11. Ihfwt1t and Remedies. 

(a) hi Ihe e v m l  of a ciefltult by ttie Sewer Company, Seottsdalc shall kavcs the 
right to terminate this Agreement by providing to the Sewer Company a wrincn notice specifying 
the nature of the default R U ~  less rhan thirty (30) days prior to the date of tcnnimtion. In the event 
that the Sews Company cuts the default prior to the date of termination, lhet-n ?lGs Agreement shall 
not terminate and shdi mnain in eFi'cct. 

(b) I n  thc event &is Agroement is terminated, the Sewer Company shall promptly 
disconnect its collection and transmission system from Scotttsdole's transmission main at the Sewer 
Company's cxpase. In the event that the Sewer Company fails to promptly comptete disconnection, 
Scottsdale may elect to do so, artd dl reilsunabte costs and ~ x p e n s ~ s  incurred by Scottsdale shall be 
paid by the Sewer Company. 

I -7- 
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{c) A defaulting party agrees to pay my penalties. fines and other impositions 
caused by IIIC dcfiault, reasonable attarneys' fees arid other reasonable costs and expenses incurred 
by the mi-defbuliiing pttrly to enforce thc performance ofrlie duties andobligations ofthe dct'aulting 
party or to protect the rights and interests of h e  non-defkulting pafly hereunder. 

(d) Scotlsdale shalf have the right to take any Iawfil action against any person, 
including the S e w r  Company, in response to if condition wlrich may present an imniiiient and 
substatid endangerment to the pubIic health. welfare or the envirotuncnt, or which would muse the 
violation of any bw3 regulation, permit or other regulat0:ory €cq.&Yment imposed on Scottsdale. 

Unless otherwise tcminated in txmrdanee with Section 8 or Section 11 uF this 
Agreement, this Agreement. shall terniinate without fUx-ther action ofthe partics on December 3 1, 
201 6. The t'orcgoing notwithstanding, this Agreement may be renewal for one or more addirionaI 
five-year terns upn tlze mutual agreement of the parties. 

All notices tr3 be given hereunder shall bo given to the respective parries at the 
fo !lowing addresses : 

General Manager 
Water Res~wces Dcpt. 
City of Scoitsdafc 
9388 East San SaEvdor Drive 
Scotfsdsle, Arizona 85258 

with a copy to: 

Scottsdaie City Attorney 
3939 Civic Center Boulevard 
Post Ofice Box 1000 
Scottsdak, A&~na 85252- 1000 

President 
Boulders Carefree Sewer &ompany 
Past o a c c  50x 5293 
Cmef'see, Adzone 85377 

-8 - 
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All notices given Iicrewder shall k- bt'cemud given: ( i )  upon the smnm of actual receipt OT five ( 5 )  
duys after such notice has been depsitcd in the United States Mail, certified--return receipt 
requested, postage prepaid and properly addressed; (ii} upon personal dclivcry of such notice; or 
(iii) m e  (1) day after the deposit of such naticc with a reputable coniniercial courier service for 
hand-del ivery. 

Notwithstmding mything tierein tu the contrary? if the Sewer Company is delayed 
or interrupted hi t€ie perfommcc of any of its duties or obligations hereunder by reason of''force 
riiajcurc," t lcn  the Sewer Campay shall be tempclrtu3y excused from the performame of such duty 
ar obligation for so long as the condition causing the "force majeure" is in existence. "Furce 
majeure" for the gwposes ofthe Agremient shalf mean a disabifity arising iiom eifuses beyond the 
contrd O F ~ J I G  Sewer Company, including acts of God, accidents, fires, floods, damage to  faciIities, 
labor troubles, anavailabiiity OF materials, supplies or equipment, and my decisions, orders or 
requirements of coum or ocher governmental authorities. Upon the occurrence af a conditiun 
cmsing a "force majeure", the Sewer Company shall immediately provide M.ritten notice thereof to 
Scattsdde, describing the condition with reasonable specifkity. The Se~ver Company shall act in 
good faith md with all re~onable diligence to correct of eliminate the condition caushg the "force 
majeure" as soon as possible. Notwithsrmding anything in this section to the contrary, the 
occtirrence of an event or condition causing a "force majecire" shall not relievc the Sewer Compaiy 
of its duties and obligations under Section 8 relating to bypass and plant failure. 

Puramit to A.R.S. $ 38-5 I 1, Scansdale m a y  cancel this Agreement within three (3) 
yeus after its execution, without penalty or haher obligation, if' any person significantly involved 
in initialing, negotiatirrg, sccuiing, prepwiag or creating this Agreement on behalf of ScmstJale iq 
af any time while this Agreement is in effect, an ernployee or agent of any other party to this 
Agreement in any capacity or a ronsullant to any other party to this Agreement with. regpet to its 
subject matter. in addition to the riglit to temiiaate this Agreenient s prav'rded above, Scottsdak 
may recover any fee or commission paid or due to any person significanrly invoived in initiating, 
negotiating, securing, preparing or creating ti& Agreement on beliaff of Scottsdalc from any other 
party to this Agreement arising as n result of this Agreement. 

This Agreement shall be eft'ectise when it is executed and approved by both parties. 
Howver, the parties acknowledge that this Agreement is subject to approval by the Subrt&md 
Upcrating Croup Cormlittee. Scorcsdale covenants and agrees to diligently and in good faith seek 
approvaE from the Subregional Operating Group Commitgee, and to take SILCII ather and fWier 
nctim as may be required to secure such approval. 

-9- 
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17. Illiscellnncous. 

(a) This Agreement sets forth the entire agrceincnt behveen the paties with 
respect to its subject matter md supersedes dl prior aid contcmpormcaus agreements, discussions 
ami representations related thereto, including Agreement No. 880050. No supplenicnt, modification 
or miendinent hereof shalt be  binding and effective unless Ea writing and executed and approved by 
all of rhc pmies. 

(b) ‘Tim obligations in riglits created by this Agreement srrw binding upon and 
inure to the benefit of tlic successors and assigns of the parties; provided, however, the Sewer 
Company may not assign or transfer any of its rights or obligations herewider without the prior 
\vri#en cansent of Scott!3dalc” 

(G) ‘Illis Agreement is made and entered inta in the Skte of Arizona and the laws 
of such state shall govern the validity md iplterpretation hereofand the performance of  the parties‘ 
respcctivc duties aid obligations. 

(d) Each prirry shall caoperate with and provide reason&lc asistance to the ather 
party to obtain all required approvals and consents necessary to effctSu&te and perfam this 
Agreement. 

(e) Time is of theessence afthis Asreenlent and each and every agreement, tam, 
condirion and obfigatiori set forth Irerein. Any extemian uftirne granted for the pedonnance of m y  
duty or obligation hwcmder sftell not be considered an extension of  time for the pcrfomxicc af any 
d i r r  duty or obtigatirrii licreunder. 

IN WITNESS WHEREOF, the parties hereto have caused this Agreement ta be 
executed by their respective officers and agents thereunto duly authorized on the date set  forth 
hcrririabave. 

ATTEST: 



APPROVED AS TO FORM: 

BOULDERS CAMFEE SEWER 
CORPORATION, an Anzona 
corporaiion 
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INTRODUCTION 

Q. 

4. 

Q. 

A. 

Q. 

A. 

Please state your name, occupation, and business address. 

My Name is William A. Rigsby. I am a Public Utilities Analyst V employed 

by the Residential Utility Consumer Office (“RUCO”) located at 11 10 W. 

Washington, Suite 220, Phoenix, Arizona 85007. 

Please state your educational background and your qualifications in the 

field of utilities regulation. 

Appendix I, which is attached to this testimony, describes my educational 

background and also includes a list of the rate cases and regulatory 

matters that I have been involved with. 

What is the purpose of your testimony? 

The purpose of my testimony is to present recommendations that are 

based on my analysis of Arizona Water Company’s (“Arizona Water” or 

“Company”) application for a permanent rate increase (“Application”) for 

the Company’s Eastern Group. The Eastern Group is comprised of the 

Company’s Apache Junction, Bisbee, Miami, Oracle, San Manuel, Sierra 

Vista, Superior, and Winkelman systems. Arizona Water’s Application 

was filed with the Arizona Corporation Commission (“ACC” or 

“Commission”) on August 14, 2002. During the 2001 test year (“Test 
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2. 

4. 

Year”) the Company’s Eastern Group provided water service to 

approximately 29,236 customers. 

Please explain your role in RUCO’s analysis of Arizona Water’s 

ap p I icat io n. 

I reviewed Arizona Water’s application and performed a cost of capital 

analysis to determine a fair rate of return on Arizona Water’s equity 

capital, cost of debt, and capital structure. The recommendations 

contained in this testimony are based on information obtained from the 

Company through written data requests and on research that I conducted 

during my cost of capital analysis. In addition, I also had the opportunity 

to observe each of the aforementioned systems during a tour of the 

Eastern Group that was conducted in early January 2003 by Company 

witness and Vice President of Engineering for Arizona Water, Michael J. 

Whitehead. As is common in cases that involve an operating segment or 

wholly owned subsidiary of a public utility, my cost of capital analysis was 

performed on a total company basis as opposed to concentrating on the 

Eastern Group alone or on any one particular system within the Eastern 

Group. 
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a. 

4. 

Q. 

A. 

Q. 

A. 

Were you also responsible for conducting an analysis of Arizona Water‘s 

proposed revenue level, rate base, and rate design? 

Yes. I have also filed, under separate cover, direct testimony on revenue 

and rate base issues associated with the Apache Junction, Bisbee, Miami 

and Superior systems. My direct testimony on these systems also 

contains RUCO’s rate design recommendations for the entire Eastern 

Group. The revenue and rate design issues associated with the Oracle, 

San Manuel, Sierra Vista and Winkelman systems will be addressed in the 

direct testimony of RUCO witness Timothy J. Coley. 

What areas will you address in your testimony? 

I will address the cost of capital issues associated with the case. 

Please identify the exhibits that you are sponsoring. 

I am sponsoring Schedules WAR-1 through WAR-10. 

SUMMARY OF TESTIMONY AND RECOMMENDATIONS 

Q. 

A. 

Briefly summarize how your cost of capital testimony is organized. 

My cost of capital testimony is organized into four sections. First, i will 

present the findings of my cost of equity capital analysis, in which I utilized 

both the discounted cash flow (“DCF) and capital asset pricing model 

(“CAPM”) methodologies. These are the two most commonly used 
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methods for calculating the cost of equity capital in rate case proceedings 

and are generally regarded as the most reliable’. In this first section I will 

also provide a brief overview of the current economic climate that Arizona 

Water is operating in. Second, I will explain how I arrived at my 

recommended cost of debt. Third, 1 will compare my recommended 

capital structure with the Company proposed capital structure. Fourth, I 

will comment on Arizona Water’s cost of capital testimony. Schedules 

WAR-1 through WAR-10 support my cost of capital analysis. 

2.  

4. 

Please summarize the recommendations and adjustments that you will 

address in your testimony. 

Based on the results of my analysis of Arizona Water, I am making the 

following recommendations: 

Cost of Equitv Capital - I am recommending a 9.18 percent cost of equity 

capital. The 9.1 8 percent figure is based on the results of my cost of 

equity analysis, which used both the DCF and CAPM methodologies. 

Cost of Short-Term Debt - I am recommending a 4.00 percent cost of 

short-term debt. This 4.00 percent figure is based on information provided 

A. Lawrence Kobe and James A Read Jr., The Cost of Capital - Estimatinq the Rate of Return 1 

for Public Utilities, The MIT Press: Cambridge, Massachusetts, 1984, pp. 35-94. 
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by the Company on its post-test year short-term debt position as of 

December 31,2002. 

Cost of Long-Term Debt - I am recommending an 8.44 percent cost of 

long-term debt. This 8.44 percent figure is based on my review of the 

method used by Arizona Water to arrive at the Company-proposed 

cost of debt, and the terms associated with Arizona Water's Series I 

through K general mortgage bond issues. 

Common Equity - 1 am recommending that the December 31,2002 post- 

test year level of $52,916,454 in common equity, be adopted by the ACC. 

Cost of Capital - Based on the results of my capital structure, cost of 

common equity, and debt analyses, I am recommending an 8.66 percent 

cost of capital for Arizona Water. This figure represents the weighted cost 

of both the Company's debt and common equity. 

a. 

4. 

Why do you believe that your recommended 8.66 percent cost of capital is 

an appropriate rate of return for Arizona Water to earn on its invested 

capital? 

The 8.66 percent cost of capital figure that I have recommended meets 

the criteria established in the landmark Supreme Court cases of Bluefield 

5 
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Water Works & Improvement Co. v. Public Service Commission of West 

Virqinia (262 U.S. 679, 1923) and Federal Power Commission v. Hope 

Natural Gas Companv (320 U.S. 391, 1944). Simply stated, these two 

cases affirmed that a public utility, that is efficiently and economically 

managed, is entitled to a return on investment that instills confidence in its 

financial soundness, allows the utility to attract capital, and also allows the 

utility to perform its duty to provide service to ratepayers. The rate of 

return adopted for the utility should also be comparable to a return that 

investors would expect to receive from investments with similar risk. 

The Hope decision allows for the rate of return to cover both the operating 

expenses and the “capital costs of the business” which includes interest 

on debt and dividend payment to shareholders. This is predicated on the 

belief that, in the long run, a company that cannot meet its debt obligations 

and provide its shareholders with an adequate rate of return will not 

continue to supply adequate public utility service to ratepayers. 

Q. 

A. 

Do the Bluefield and Hope decisions indicate that a rate of return sufficient 

to cover all operating and capital costs is guaranteed? 

No. Neither case guarantees a rate of return on utility investment. What 

the Bluefield and Hope decisions do allow, is for a utility to be provided 

with the opportunity to earn a reasonable rate of return on its investment. 

That is to say that a utility, such as Arizona Water, is provided with the 
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opportunity to earn an appropriate rate of return if the Company's 

management exercises good judgment and manages its assets and 

resources in a manner that is both prudent and economically efficient 

COST OF EQUITY CAPITAL 

Q. 

A. 

What is your recommended cost of equity capital for Arizona Water? 

Based on the results of my OCF and CAPM analyses, which ranged from 

6.79 percent to 9.18 percent, I am recommending a 9.18 percent cost of 

equity capital for Arizona Water. The 9.1 8 percent figure was derived from 

my DCF analysis, which should be given the greatest weight in 

establishing a final estimate. 

Discounted Cash Flow (DCF) Method 

Q. Please explain the DCF method that you used to estimate Arizona Water's 

cost of equity capital. i 

The DCF method employs a stock valuation model that is often referred to A. 

as either the constant growth valuation model or the Gordon2 model. 

Simply stated, the DCF model is based on the premise that the current 

price of a given share of common stock is determined by the present value 

of all of the future cash flows that will be generated by that share of 

common stock. The rate that is used to discount these cash flows back to 

- 

Named after Dr. Myron J. Gordon, the professor of finance who developed the model. 
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their present value is often referred to as the investor's cost of capital (i.e. 

the cost at which an investor is willing to forego other investments in favor 

of the one that he or she has chosen). 

Another way of looking at the investor's cost of capital is to consider it from 

the standpoint of a company that is offering its shares of stock to the 

investing public. In order to raise capital, through the sale of common 

stock, a company must provide a required rate of return on its stock that 

will attract investors to commit funds to that particular investment. In this 

respect, the terms "cost of capital" and "investor's required return" are one 

in the same. For common stock, this required return is a function of the 

dividend that is paid on the stock. The investor's required rate of return 

can be expressed as the percentage of the dividend that is paid on the 

stock (dividend yield) plus an expected rate of future dividend growth. 

This is illustrated in mathematical terms by the following formula: 

k = ( DIG Po) + g 

where: k = the required return (cost of equity, equity 

capitalization rate), 

D1 + PO = the dividend yield of a given share of stock 

8 
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calculated by dividing the expected dividend by 

the current market price of the given share of 

stock, and 

9 = the expected rate of future dividend growth. 

This formula is the basis for the standard growth valuation model that I 

used to determine Arizona Water's cost of equity capital. It is similar to 

the model that was used by the Company. 

2. 

4. 

In determining the rate of future dividend growth for Arizona Water, what 

assumptions did you make? 

There are two primary assumptions regarding dividend growth that must 

be made when using the DCF method. First, dividends will grow by a 

constant rate into perpetuity, and second, the dividend payout ratio will 

remain at a constant rate. Both of these assumptions are predicated on 

the traditional DCF model's basic underlying assumption that a company's 

earnings, dividends, book value and share growth all increase at the same 

constant rate of growth into infinity. Given these assumptions, if the 

dividend payout ratio remains constant, so does the earnings retention 

ratio (the percentage of earnings that are retained by the company as 

opposed to being paid out in dividends). This being the case, a 

company's dividend growth can be measured by multiplying its retention 

9 
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ratio (1 - dividend payout ratio) by its book return on equity. This can be 

stated as g = b x r. 

3. 

9. 

Would you please provide an example that will illustrate the relationship 

that earnings, the dividend payout ratio and book value have with dividend 

growth? 

RUCO consultant Stephen Hill illustrated this relationship in a Citizens 

Utilities Company 1993 rate case by using a hypothetical ~ t i l i t y .~  

Table I 

Year 1 Year 2 Year 3 Year 4 Year 5 Growth 

Book Value $1 0.00 $1 0.40 $1 0.82 $1 1.25 $1 1.70 4.00% 

Equity Return 10% 10% 10% 10% 10% N/A 

Earnings/Sh. $1 .OO $1.04 $1 .oa2 $1.125 $1.170 4.00% 

Payout Ratio 0.60 0.60 0.60 0.60 0.60 N/A 

Dividend/Sh $0.60 $0.624 $0.649 $0.675 $0.702 4.00% 

Table I of Mr. Hill's illustration presents data for a five-year period on his 

hypothetical utility. In Year 1, the utility had a common equity or book 

value of $10.00 per share, an investor-expected equity return of ten 

percent, and a dividend payout ratio of sixty percent. This results in 

earnings per share of $1 .OO ($1 0.00 book value x 10 percent equity return) 

Citizens Utilities Company, Arizona Gas Division, Docket No. E-1032-93-1 11, Prepared 3 

Testimony, dated December 10, 1993, p. 25. 
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and a dividend of $0.60 ($1.00 earningskh. x 0.60 payout ratio) during 

Year 1. Because forty percent (1 - 0.60 payout ratio) of the utility’s 

earnings are retained as opposed to being paid out to investors, book 

value increases to $10.40 in Year 2 of Mr. Hill’s illustration. Table I 

presents the results of this continuing scenario over the remaining five- 

year period. 

The results displayed in Table I demonstrate that under “steady-state” (i.e. 

constant) conditions, book value, earnings and dividends all grow at the 

same constant rate. The table further illustrates that the dividend growth 

rate, as discussed earlier, is a function of (1) the internally generated 

funds or earnings that are retained by a company to become new equity, 

and (2) the return that an investor earns on that new equity. The DCF 

dividend growth rate, expressed as g = b x r, is also referred to as the 

internal or sustainable growth rate. 

Q. 

A. 

If earnings and dividends both grow at the same rate as book value, 

shouldn’t that rate be the sole factor in determining the DCF growth rate? 

No. Possible changes in the expected rate of return on either common 

equity or the dividend payout ratio make earnings and dividend growth by 

themselves unreliable. This can be seen in the continuation of Mr. Hill’s 

illustration on a hypothetical utility. 

11 
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--- 

Year 1 Year 2 

Book Value $1 0.00 $1 0.40 

Equity Return 10% 10% 

EarningdSh $1 .OO $1.04 

Payout Ratio 0.60 0.60 

Dividend/Sh $0.60 $0.624 

Table I I  

Year 3 Year 4 Year 5 

$1 0.82 $11.47 $12.158 

15% 15% 15% 

$1.623 $1.720 $1.824 

0.60 0.60 0.60 

$0.974 $1.032 $1.094 

Growth 

5.00% 

10.67% 

16.20% 

N/A 

16.2O0% 

In the example displayed in Table II, a sustainable growth rate of four 

percent4 exists in Year 1 and Year 2 (as in the prior example). In Year 3, 

Year 4 and Year 5, however, the sustainable growth rate increases to six 

pe r~en t ,~  If the hypothetical utility in Mr. Hill’s illustration were expected to 

earn a fifteen-percent return on common equity on a continuing basis, 

then a six percent long-term rate of growth would be reasonable. 

However, the compound growth rates for earnings and dividends, 

displayed in the last column, are 16.20 percent. If this rate were to be 

used in the DCF model, the utility’s return on common equity would be 

expected to increase by fifty percent every five years, [(I5 percent t 10 

percent) - 13. This is clearly an unrealistic expectation. 

[ ( Year 2 EarningdSh - Year 1 Earnings/Sh ) + Year 1 EarningsEh ] = [ ( $1.04 - $1 .OO ) + 1 

$1 .OO ] = [ $0.04 t $1 .OO ] = 4.00% 

[ ( 1 - Payout Ratio ) x Rate of Return J = [ ( 1 - 0.60 ) x 15.00% ] = 0.40 x 15.00% = 6.00% 

12 



I ,  
- 4  

1 

2 

3 

4 

5 

6 

7 

a 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Iirect Testimony of William A. Rigsby 
locket No. W-01445A-02-0619 

Although it is not illustrated in Mr. Hill’s hypothetical example, a change in 

only the dividend payout ratio will eventually result in a utility paying out 

more in dividends than it earns. While it is not uncommon for a utility in 

the real world to have a dividend payout ratio that exceeds one hundred 

percent on occasion, it would be unrealistic to expect the practice to 

continue over a sustained long-term period of time. 

3. 

9. 

Q. 

A. 

Other than the retention of internally generated funds, as illustrated in Mr. 

Hill’s hypothetical example, are there any other sources of new equity 

capital that can influence an investor’s growth expectations for a given 

company? 

Yes, a company can raise new equity capital externally. The best 

example of external funding would be the sale of new shares of common 

stock. This would create additional equity for the issuer and is often the 

case with utilities that are either in the process of acquiring smaller 

systems or providing service to rapidly growing areas. 

How does external equity financing influence the growth expectations held 

by investors? 

Rational investors will put their available funds into investments that will 

either meet or exceed their given cost of capital (i.e. the return earned on 

their investment). In the case of a utility, the book value of a company’s 

13 
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stock usually mirrors the equity portion of its rate base (the utility’s earning 

base). Because regulators allow utilities the opportunity to earn a 

reasonable rate of return on rate base, an investor would take into 

consideration the effect that a change in book value would have on the 

rate of return that he or she would expect the utility to earn. If an investor 

believes that a utility’s book value (Le. the utility’s earning base) will 

increase, then he or she would expect the return on the utility’s common 

stock to increase. If this positive trend in book value continues over an 

extended period of time, an investor would have a reasonable expectation 

for sustained long-term growth. 

2. 

4. 

Please provide an example of how external financing affects a utility’s 

book value of equity. 

As I explained earlier, one way that a utility can increase its equity is by 

selling new shares of common stock on the open market. If these new 

shares are purchased at prices that are higher than those shares sold 

previously, the utility’s book value per share will increase in value. This 

would increase both the earnings base of the utility and the earnings 

expectations of investors. However, if new shares sold at a price below 

the pre-sale book value per share, the after-sale book value per share 

declines in value. If this downward trend continues over time, investors 

might view this as a decline in the utility’s sustainable growth rate and will 

14 
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have lower expectations regarding growth. Using this same logic, if a new 

stock issue sells at a price per share that is the same as the pre-sale book 

value per share, there would be no impact on either the utility’s earnings 

base or investor expectations. 

2. 

4. 

Please explain how the external component of the DCF growth rate is 

determined. 

In his book, The Cost of Capital to a Public Utility,‘ Dr. Myron Gordon, the 

individual responsible for the development of the DCF or constant growth 

model, identified a growth rate that includes both expected internal and 

external financing components. The mathematical expression for Dr. 

Gordon’s growth rate is as follows: 

g = ( br ) + ( sv ) 

where: g - - DCF expected growth rate, 

b = the earnings retention ratio, 

r = the return on common equity, 

S - - the fraction of new common stock sold that 

accrues to a current shareholder, and 

funds raised from the sale of stock as a fraction 

of existing equity. 

V - - 

~ 

Gordon, M.J., The Cost of CaDital to a Public UtiliQ, East Lansing, MI: Michigan State 
University, 1974, pp. 30-33. 
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2. 

4. 

3. 

4. 

- and v - 

where: BV = 

MP = 

1 -[(BV)+(MP)] 

book value per share of common stock, and 

the market price per share of common stock. 

Did you include the effect of external equity financing on long-term growth 

rate expectations in your analysis of expected dividend growth for the DCF 

model? 

Yes. The external growth rate estimate (sv) is displayed on Page 1 of 

Schedule WAR-5, where it is added to the internal growth rate estimate 

(br) to arrive at a final sustainable growth rate estimate. 

Please explain why your calculation of external growth on page 2 of 

Schedule WAR-5, is the current market-to-book ratio averaged with 1.0 in 

the equation [(M + B) + 1 J + 2? 

The market price of a utility's common stock will tend to move toward book 

value, or a market-to-book ratio of 1.0, if regulators allow a rate of return 

that is equal to the cost of capital (one of the desired effects of regulation). 

As a result of this situation, I used [(M 4 B) + 11 + 2 as opposed to the 

current market-to-book ratio by itself to represent investor's expectations 

that, in the future, a given utility will achieve a market-to-book ratio of 1 .O. 

16 
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a. 

A. 

Q. 

A. 

Q. 

A. 

In determining your dividend growth rate estimate, you analyzed the data 

on three water companies. Why did you use this methodology as 

opposed to a direct analysis of Arizona Water? 

One of the problems in performing this type of analysis is that the utility 

applying for a rate increase is not always a publicly traded company, as is 

the case with Arizona Water. Because there is no financial data available 

on dividends paid on publicly held shares7 of Arizona Water common 

stock or the historical market prices of the Company’s common stock, it 

was necessary to create a proxy by analyzing publicly traded water 

companies with similar risk characteristics. 

What criteria did you use in selecting the water companies that make up 

your proxy for Arizona Water? 

Each of the water companies used in the proxy are followed by Value Line 

Investment Survev (“Value Line”) and comprise Value Line’s Water Utility 

Industry segment of the U.S. economy. 

Are these the same water companies that Arizona Water used in its 

application? 

Yes, Arizona Water used all of the water companies included in my proxy. 

In the case of Arizona Water, the Company is a closely held corporation that pays dividends on 7 

shares of common stock that are not publicly traded. 

17 
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3. 

9. 

3. 

4. 

Are there any other advantages to the use of a proxy? 

Yes. As I noted earlier, the U.S. Supreme Court ruled in the Hope 

decision that a utility is entitled to earn a rate of return that is 

commensurate with the returns on investments of other firms with 

comparable risk. The proxy technique that I have used derives that rate of 
. 

return. One other advantage to using a sample of companies is that it 

reduces the possible impact that any undetected biases, anomalies, or 

measurement errors may have on the DCF growth estimate. 

Please explain your DCF growth rate calculations for the sample 

companies used in your proxy. 

Schedule WAR-6 provides retention ratios, returns on book equity, internal 

growth rates, book values per share, numbers of shares outstanding, and 

the compounded share growth for each of the utilities included in the 

sample for the period 1998 to 2002. Schedule WAR-6 also includes Value 

Line’s projected 2003, 2004, and 2006-2008 values for the retention ratio, 

equity return, book value per share growth rate, and number of shares 

outstanding. 

18 
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2. 

4. 

Please describe how you used the information displayed in Schedule 

WAR-6 to estimate each comparable utility’s dividend growth rate? 

In explaining my analysis, I will use American States Water Company, 

NYSE symbol AWR, as an example. The first dividend growth component 

that I evaluated was the internal growth rate. I used the ”b x r” formula 

(page 10) to multiply AWR’s earned return on common equity by its 

earnings retention ratio for each year 1998 through 2002 to derive the 

utility’s annual internal growth rates. I used the mean average of this five- 

year period as a benchmark against which I compared the 2003 internal 

growth rate and projected growth rate trends provided by Value Line. 

Because an investor is more likely to be influenced by recent growth 

trends, as opposed to historical averages, the five-year mean noted earlier 

was used only as a benchmark figure. As shown on Schedule WAR-6, 

AW R’s sustainable internal growth rate averaged 2.99 percent from 1998 

to 2002. This average 2.99 percent figure reflects an upward trend that 

occurred in the first four years of the observation period followed by a 7.00 

percent drop to 3.33% recorded in 2002. During the 1998-2001 time 

frame, the company’s growth rate consistently increased from a low of 

2.09% in 1998, to a high of 3.59% in 2001. Value Line is predicting a 

further decline to 3.13% for 2003 with projected increases ranging from 

3.60% in 2004 to 4.94% during the 2006-2008 time frame. However, after 

19 
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weighing Value Line’s 7.00% earnings and 2.00% dividend projections, I 

believe that a 4.60% rate of growth would appear to be more realistic. 

Q. 

A. 

Please continue with the external growth rate component portion of your 

analysis. 

Schedule WAR-6 demonstrates that despite the drop in AWR’s 

sustainable internal growth rate in 2002, the pattern of share’s outstanding 

increased from 13.44 million to 15.18 from 1998 to 2002. Value Line is 

predicting that this level will increase to 16.80 million in 2003 and remain 

constant through 2008. Still, some share growth is possible so I believe 

that a 0.10% growth in shares is not unreasonable for AWR. My final 

dividend growth rate estimate for AWR is 4.70 percent (4.60 percent 

internal + 0.10 percent external) and is shown on Page 1 of Schedule 

WAR-5. 

Q. What is your average dividend growth rate estimate using the DCF model 

for the sample water utilities? 

Based on the DCF model; my average dividend growth rate estimate is 

5.90 percent as displayed on Page 1 of Schedule WAR-5. 

A. 

20 
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3. 

4. 

2. 

4. 

How does your average dividend growth rate compare to the growth rate 

data of other publicly traded firms? 

Overall my estimate is in line with the projections of analysts at Zacks 

Investment Research, Inc. (“Zacks”) and somewhat optimistic when 

compared with the projections of analysts at Value Line. Schedule WAR-7 

compares my sustainable growth estimates with the five-year projections 

of both Zacks and Value Line. The 5.90 percent estimate that I have 

calculated matches the projected EPS average of 5.90 percent for Zacks 

and 5.78 percent for Value Line (which is an average of EPS, DPS and 

BVPS). My 5.90 percent estimate is 251 basis points higher than the five- 

year compound historical average also displayed in Schedule WAR-7. 

This indicates that investors are expecting increased performance from 

water utilities in the future. On balance, I would say my 5.90 percent 

estimate is a good representation of the growth projections that are 

available to the investing public. 

How did you calculate the dividend yields displayed in Schedule WAR-4? 

I used the estimated annual dividends, for the next twelve-month period, 

that appeared in the May 2, 2003 Ratings and Reports water utility update 

of The Value Line Investment Survev. I then divided that figure by the 

eight-week average price per share of the appropriate utility’s common 

21 
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stock. The eight-week average price is based on the daily closing stock 

prices for each utility for the period April 21, 2003 to June 13, 2003. 

Q. 

A. 

Based on the results of your DCF analysis, what is your cost of equity 

capital estimate for the water utilities included in your sample? 

As shown in Schedule WAR-3, the cost of equity capital derived from my 

analysis is 9.18 percent. 

Capital Asset Pricing Model (CAPM) Method 

Q. 

A. 

Please explain the theory behind the capital asset pricing model (“CAPM”) 

and why you decided to use it as an equity capital valuation method in this 

proceeding. 

CAPM is a mathematical tool that was developed during the early 1960’s 

by William F. Sharpe.’ The CAPM model is used to analyze the 

relationships between rates of return on various assets and risk as 

measured by beta.g In this regard, CAPM can help an investor to 

determine how much risk is associated with a given investment so that he 

or she can decide if that investment meets their individual preferences. 

William F. Sharpe, “A Simplified Model of Portfolio Analysis,” Manaqement Science, Vol. 9, No. 8 

2 (January 1963), pp. 277-93. 

Beta is defined as an index of volatility, or risk, in the return of an asset relative to the return of 
a market portfolio of assets. It is a measure of systematic or non-diversifiable risk. The returns 
on a stock with a beta of 1.0 will mirror the returns of the overall stock market. The returns on 
stocks with betas greater than 1.0 are more volatile or riskier than those of the overall stock 
market; and if a stock’s beta is less than 1 .O, its returns are less volatile or riskier than the overall 
stock market. 
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Finance theory has always held that as the risk associated with a given 

investment increases, so should the expected rate of return on that 

investment and vice versa. According to CAPM theory, risk can be 

classified into two specific forms: nonsystematic or diversifiable risk, and 

systematic or non-diversifiable risk. While nonsystematic risk can be 

virtually eliminated through diversification (i.e. by including stocks of 

various companies in various industries in a portfolio of securities), 

systematic risk, on the other hand, cannot be eliminated by diversification. 

Thus, systematic risk is the only risk of importance to investors. Simply 

stated, the underlying theory behind CAPM states that the expected return 

on a given investment is the sum of a risk-free rate of return plus a market 

risk premium that is proportional to the systematic (non-diversifiable risk) 

associated with that investment. In mathematical terms, the formula is as 

follows: 

- where: k - 

k=r f+ [ t3 (  rm-rf)]  

cost of capital of a given security, 

risk-free rate of return, 

beta coefficient, a statistical measurement of a 

security's systematic risk, 

average market return (e.g. S&P 500), and 

market risk premium. 
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Q. 

A. 

Q. 

A. 

What security did you use for a risk-free rate of return in your CAPM? 

I used an average of a 91-day Treasury Bill (“T-Bill”) rate” and the 91-day 

T-Bill futures rate that appeared in the June 20, 2003 issue of The Wall 

Street Journal (“WSJ”). This resulted in a risk-free (rf) rate of return of 

0.91 percent. 

Why did you use the short-term T-Bill rate as opposed to the yield on an 

intermediate 5-year Treasury note or a long-term 30-year Treasury bond? 

Because a 91-day T-Bill presents the lowest possible total risk to an 

investor. As citizens and investors, we would like to believe that U.S. 

Treasury securities (which are backed by the full faith and credit of the 

United States Government) pose no threat of default no matter what their 

maturity dates are. However, a comparison of various Treasury 

instruments will reveal that those with longer maturity dates do have 

slightly higher yields. Treasury yields are comprised of two separate 

components,i1 a true rate of interest (believed to be approximately 2.00 

percent) and an inflationary expectation. When the true rate of interest is 

subtracted from the total treasury yield, all that remains is the inflationary 

expectation. Because increased inflation represents a potential capital 

l o  A six-week average was computed for the current rate using 91-day T-Bill quotes listed in 
Value Line’s Selection and Opinion newsletter from May 16, 2003 to June 20, 2003. 

As a general rule of thumb, there are three components that make up a given interest rate or 
rate of return on a security: the true rate of interest, an inflationary expectation, and a risk 
premium. The approximate risk premium of a given security can be determined by simply 
subtracting a 91-day T-Bill rate from the yield on the security. 

11 
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loss, or risk, to investors, a higher inflationary expectation by itself 

represents a degree of risk to an investor. Another way of looking at this 

is from an opportunity cost standpoint. When an investor locks up funds in 

long-term T-Bonds, compensation must be provided for future investment 

opportunities foregone. This is often described as maturity or interest rate 

risk and it can affect an investor adversely if market rates increase before 

the instrument matures (a rise in interest rates would decrease the value 

of the debt instrument). As discussed earlier in the DCF portion of my 

testimony, this compensation translates into higher rates of returns to the 

investor. Since a 91-day T-Bill presents the lowest possible total risk to an 

investor, it more closely meets the definition of a risk-free rate of return 

and is the more appropriate instrument to use in a CAPM analysis. 

Q. How did you calculate the market risk premium used in your CAPM 

analysis? 

I used both a geometric and an arithmetic mean of the historical returns on 

the S&P 500 index from 1926 to 2002 as the proxy for the market rate of 

A. 

return (rm). The risk premium (rm - rf) that results by using the geometric 

mean calculation for rm is equal to 9.29 percent (10.20 percent - 0.91 

percent). The risk premium that results by using the arithmetic mean 

calculation for rm is 11 2 9  percent (1 2.20 percent - 0.91 percent). 
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How did you select the beta coefficients that were used in your CAPM 

analysis? 

The beta coefficients (R), for the individual utilities used in my sample, 

were calculated by Value Line and were current as of May 2, 2003. Value 

Line calculates its betas by using a regression analysis between weekly 

percentage changes in the market price of the security being analyzed 

and weekly percentage changes in the NYSE Composite Index over a 

five-year period. The betas are then adjusted by Value Line for their long- 

term tendency to converge toward 1.00. The beta coefficients for the 

water utilities included in my sample ranged from 0.60 to 0.70 with an 

average beta of 0.63. 

What are the results of your CAPM analysis? 

As shown on Pages 1 and 2 of Schedule WAR-8, my CAPM calculation 

using a geometric mean for rm results in an average expected return of 

6.79 percent. My calculation using the arithmetic mean results in an 

average expected return of 8.06 percent. The consensus among financial 

analysts is that the arithmetic mean is the better of the two averages. For 

this reason, I believe that the 8.06 percent figure is the better check on the 

results of my DCF analysis. 
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Q. 

A. 

Please summarize the results derived under each of the methodologies 

presented in your testimony. 

The following is a summary of the cost of equity capital derived under 

each methodology used: 

METHOD 

DCF 

CAPM 

RESULTS 

9.18% 

6.79% - 8.06% 

Based on these results, my best estimate of an appropriate range for the 

cost of equity is 6.79 percent to 9.18 percent. My final recommendation is 

a 9.1 8 percent return for Arizona Water's cost of equity capital. 

Current Economic Environment 

Q. Please explain why it is necessary to consider the current economic 

environment when performing a cost of equity capital analysis for a 

regulated utility. 

Consideration of the economic environment is necessary because trends A. 

in interest rates, present and projected levels of inflation, and the overall 

state of the U.S. economy determine the rates of return that investors earn 

on their invested funds. Each of these factors represent potential risks 

that must be weighed when estimating the cost of equity capital for a 
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regulated utility and are, most often, the same factors considered by 

individuals who are investing in non-regulated entities also. 

2. 

4. 

Please discuss your analysis of the current economic environment. 

My analysis includes a review of the economic events that have occurred 

since 1990. Schedule WAR-9 displays various economic indicators and 

other data that I will refer to during this portion of my testimony. 

In 1991, as measured by the annual change in gross domestic product 

(“GDP”), the U.S. Economy experienced a rate of growth of only 0.85 

percent. This decline in GDP marked the beginning of a mild recession 

that ended sometime before the end of the first half of 1992. Reacting to 

this situation, the Federal Reserve Board (“Federal Reserve” or “Fed”), 

chaired by noted economist Alan Greenspan, lowered its benchmark 

federal funds ratel2 in an effort to further loosen monetary constraints - an 

action that resulted in lower interest rates. 

During this same period, the nation’s major money center banks followed 

the Federal Reserve’s lead and began lowering their interest rates as well. 

By the end of the fourth quarter of 1993, the prime rate (the rate charged 

by banks to their best customers) had dropped to 6.00 percent from a 

1990 level of 10.01 percent. In addition, the Federal Reserve’s discount 

’* The interest rate charged by banks with excess reserves at a Federal Reserve district bank to 
banks needing overnight loans to meet reserve requirements. The federal funds rate is the most 
sensitive indicator of the direction of interest rates, since it is set daily by the market, unlike the 
prime rate and the discount rate, which are periodically changed by banks and by the Federal 
Reserve Board, respectively. 
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rate on loans to its member banks had fallen to 3.00 percent and short- 

term interest rates had declined to levels that had not been seen since 

1972. 

Although GDP increased in 1992 and 1993, the Federal Reserve took 

steps to increase interest rates beginning in February of 1994, in order to 

keep inflation under control. By the end of 1995, the Federal discount rate 

had risen to 5.21 percent. Once again, the banking community followed 

the Federal Reserve’s moves. The Fed’s strategy, during this period, was 

to engineer a “soft landing.” That is to say that the Federal Reserve 

wanted to foster a situation in which economic growth would be stabilized 

without incurring either a prolonged recession or runaway inflation. 

6). 

A. 

Did the Federal Reserve achieve its goals during this period? 

The Fed’s strategy of decreasing interest rates to stimulate the economy 

worked. The annual change in GDP began an upward trend in 1991. A 

change of 3.9 percent was recorded at the end of both 1997 and 1998. 

Based on daily reports that were presented in the mainstream print and 

broadcast media during most of 1999, there appeared to be little doubt 

among both economists and the public at large that the U.S. was 

experiencing a period of robust economic growth highlighted by low rates 

of unemployment and inflation. Investors who believed that technology 
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stocks and Internet company start-ups (with little or no history of earnings) 

had high growth potential, purchased these types of issues with 

enthusiasm. These types of investors, who exhibited what Chairman 

Greenspan described as “irrational exuberance,’’ pushed stock prices and 

market indexes to all time highs from 1997 to 2000. 

2. 

4. 

What has been the state of the economy over the last two years? 

The, U.S. economy plunged into recession following the tragic events of 

September 11 , 2001. The bullish trend, which had characterized the last 

half of the 1 9 9 0 ’ ~ ~  had already run its course sometime during the third 

quarter of 2000. Economic data released since the beginning of 2001 

had already been disappointing during the months preceding the terrorist 

attacks on the World Trade Center and the Pentagon. Slower growth 

figures, rising layoffs in the high technology manufacturing sector, and 

falling equity prices (due to lower earnings expectations) prompted the 

Fed to begin cutting interest rates as it had done in the early 1990’s. The 

now infamous terrorist attacks on New York and Washington D.C. 

triggered an economic slump that prompted the Federal Reserve to 

continue its rate cutting actions through December 2001. 
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3. 

4. 

Q. 

A. 

What actions has the Federal Reserve taken in terms of interest rates 

since the beginning of 2001? 

To date, the Federal Reserve has cut interest rates thirteen times since 

the beginning of 2001. Despite some signs of economic strength, that 

were mainly attributed to consumer spending, Chairman Greenspan 

appeared to be concerned with sharp declines in capital spending in the 

business sector. Prior to the 9/11 attacks, Commentators reporting in both 

the mainstream financial press and various economic publications, 

including Value Line, believed that the Fed Chairman was cutting rates in 

the hope of avoiding the recession that the U.S. is presently experiencing. 

Despite several intervals in which the Federal Open Market Committee 

(“FOMC”) decided not to cut interest rates, moves that indicated that the 

worst may be over and that the current recession might have bottomed out 

in the last quarter of 2001, a lackluster economy has persisted. This 

continuing economic malaise prompted the FOMC to make its thirteenth 

rate cut on June 24, 2003. The quarter point cut reduced the federal 

funds rate to 7 .OO percent, the lowest level in 45 years. 

How has the Fed’s actions affected benchmark rates? 

Virtually all of the benchmark rates have fallen to levels not seen in over 

forty years. The Fed’s actions have had the effect of reducing the cost of 
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many types of business and consumer loans. In addition to slashing the 

federal funds rate, the Fed has also cut the federal discount rate (the rate 

charged to member banks) from 5.73 percent in 2000, to its present level 

of only 2.00 percent. The federal discount rate has declined by three 

hundred and fifty basis points since January 2001 when it stood at 5.50 

percent. 

a. 
A. 

Q. 

A. 

What has been the trend in other leading interest rates over the last year? 

As of the first week of July 2003, all of the leading interest rates have 

declined. The prime rate has fallen from 4.75 percent a year ago to a 

current level of 4.00 percent. The benchmark federal funds rate, just 

discussed, has dropped from 1.75 percent, in June 2002, to its current 

level of 1.00 percent. The yields on all maturities of U.S. Treasury 

instruments have declined over the past year. The 91 -day T-bill rate, used 

in my CAPM analysis, has declined from 1.69 percent, in June 2002, to 

0.88 percent, as has the One-Year Treasury Constant Maturity rate, which 

has dropped from 1.98 percent to 0.86 percent. 

How much more room does the Fed have for cutting interest rates? 

In the months before the Fed’s most recent rate cut move, Chairman 

Greenspan made it clear that the Fed had other tools at its disposal to 

boost the economy other than cutting its key interest rate, this includes 
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Q. 

A. 

purchasing long-term U.S. Treasury Instruments. As has been reported in 

the mainstream financial press, Chairman Greenspan is now more 

concerned with deflation as opposed to inflation. A situation where falling 

prices in goods and service can force employers to layoff employees as 

part of their cost cutting measures to remain competitive in the 

marketplace (a situation that existed during the great depression of the 

1930’s). 

How have analysts viewed the Fed’s recent rate cutting actions and the 

economy in general? 

Economists at the major money center banks serving Arizona have 

remained upbeat about the economy and the Fed’s actions since January 

of 2002. In his “Economic Brief” dated June 30, -2003, Bank of America 

Chief Economist Mickey Levy forecasted for 3.00 percent to 3.25 percent 

in annualized growth for the last half of 2003. In its “Selection & Opinion” 

update dated July 4, 2003, Value Line stated their analysts believed that 

the Fed’s last interest rate cut will “energize the economy. “ Value Line’s 

analysts have consistently reiterated their belief that the Fed’s recent 

actions on the interest rate front will result in a period of moderate 

economic growth and low inflation. Value Line’s analysts do not appear to 

share Chairman Greenspan’s fears regarding deflation. Sung Won Sohn, 
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the chief economist for Wells Fargo Bank, has even stated that mild 

deflation may even be good for the equity markets. 

st. 

4. 

Q. 

A. 

How would utilities such as Arizona water fare in a deflationary 

environment? 

Regulated public utilities would more than likely fare well in such an 

environment. This is because utility rates would be immune to the same 

economic pressures forcing the prices of competitive goods and services 

down. Utility stocks would probably be extremely attractive to investors 

since lower prices on the goods and services purchased by utilities would 

result in higher earnings expectations and stable, possibly even increased, 

dividend payouts. 

Please summarize how the economic data just presented relates to 

Arizona Water. 

Summarizing this information, as it relates to Arizona Water, the current 

low (or for that matter nonexistent) rate of inflation translates into stable 

and even possibly declining prices for goods and services, which in turn 

means that Arizona Water can expect its present operating expenses to 

either remain stable or possibly decline in the coming years. Lower 

interest rates would also benefit Arizona Water in regard to the Company’s 

short and long-term borrowing needs. Lower interest rates, would further 
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Q. 

A. 

help to accelerate growth in new construction projects and home 

developments in the Company's service territories, and may result in new 

revenue streams to Arizona Water. 

After weighing the economic information that you've just discussed, do you 

believe that your 6.79 percent to 9.18 percent estimated cost of equity 

capital is reasonable for Arizona Water? 

I believe that my estimate of equity costs will provide Arizona Water with a 

reasonable rate of return on the Company's invested capital when the data 

on lower interest rates, continued growth in construction, and the low and 

stable outlook for inflation are all taken into consideration. As I noted 

earlier, the Hope decision determined that a utility is entitled to earn a rate 

of return that is commensurate with the returns it would make on other 

investments with comparable risk. I believe that my DCF analysis has 

produced such a return. The results that I have obtained are consistent 

with Value Line's view that water utility stocks are likely to appeal to 

conservative investors who seek steady earnings growth and good 

dividend yield. In Value Line's opinion, water utilities, such as Arizona 

Water, which face little to no competition in their geographic service areas, 

are the nation's last pure monopolies (hence low risk resulting in lower 

returns on investment). 
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COST OF DEBT 

a. 
A. 

3. 

A. 

Q. 

A. 

Have you accepted the Company’s 8.44 percent cost of long-term debt? 

Yes. The Company has not issued any additional long-term debt since its 

Northern Group rate case in 2001. During that proceeding I accepted the 

Company’s methodology for calculating its cost of debt on the bond 

issuances that were outstanding at the end of December 31, 2002, the 

post-test year period that RUCO has adopted in this proceeding (Schedule 

WAR-2). 

Have you accepted the Company’s 7.37 percent cost of short-term debt? 

No. Based on information obtained through data requests from the 

Company, I have placed the Company’s short-term cost of debt at 4.00 

percent. 

How did you arrive at your recommended 4.00 percent cost of short-term 

debt? 

My recommended cost of 4.00 percent is based on the fact that the 

Company’s only short-term debt balance, as of December 31, 2002, 

consisted of borrowings from a line of credit from Bank of America. 

Decision No. 64996, dated June 26, 2002 ordered that the interest rate on 

this line of credit was not to exceed Bank of America’s reference rate 
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--\ 

minus 25 basis points. According to the Company, Bank of America’s 

reference rate was 4.25 percent as of November 2002. 

CAPITAL STRUCTURE 

3. 

4. 

3. 

4. 

Q. 

A. 

Have you reviewed Arizona Water’s testimony regarding the Company’s 

proposed capital structure? 

Yes, I have. 

Please describe the Company’s proposed capital structure. 

The Company-proposed (actual and adjusted) Test Year capital structure, 

which allocates total Company debt and equity on a percentage basis for 

the Eastern Group in Schedule D-1 of Arizona Water’s Application, is 

comprised of 3.79 percent in short-term debt, 30.55 percent long-term 

debt and 65.87 percent in common equity. The Company’s projected 

2002 capital structure is comprised of 9.05 percent short-term debt, 27.65 

percent long-term debt and 63.30 percent in common equity. 

What capital structure are you proposing for Arizona Water? 

My proposed capital structure, displayed in Schedule WAR-1, is 

comprised of 5.62 percent in short-term debt, 28.24 percent in long-term 

debt and 66.13 percent in common equity. In keeping with RUCOs 

recommendation to match all of the Company’s ratemaking elements to 
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the period ended December 31, 2002, I have used the balances of debt 

and equity that were recorded on the Company’s books at the end of 

2002. 

Q. 

A. 

Q. 

A. 

How does your recommended cost of equity capital compare with the cost 

of equity capital proposed by the Company? 

The 12.40 percent cost of equity capital, based on the actual and adjusted 

Test Year capital structure, proposed by the Company is 322 basis points 

higher than the 9.18 percent cost of equity capital that I am 

recommending. This is also true for the Company’s projected 2002 capital 

structure. 

How does the Company’s proposed weighted cost of capital compare with 

your recommendation? 

The Company has proposed a weighted cost of capital of 11 .OO percent. 

This composite figure is the result of a weighted average of Arizona 

Water’s proposed 7.37 percent cost of short-term debt, 8.46 percent cost 

of long-term debt and a 12.40 percent cost of equity capital. The 

Company-proposed 11.00 percent weighted cost of capital is 232 basis 

points higher than the 8.68 percent weighted cost that I am 

recommending. The Company’s weighted cost of capital of 10.85 percent 
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for the projected 2002 period is 217 basis points higher than my 

recommended 8.68 percent weighted cost of capital. 

2. 

4. 

3. 

4. 

Is Arizona Water's capital structure in line with industry averages? 

No. Arizona Water's capital structure is heavier in equity than the capital 

structures of the other water companies included in my cost of capital 

analysis (Schedule WAR-10). The capital structures for those utilities 

averaged 59.9 percent for debt (7.8 percent short-term debt + 52.1 

percent long-term debt) and 40.1 percent for equity (0.2 percent preferred 

equity + 39.9 percent common equity). 

In terms of risk, how does Arizona Water's capital structure compare to 

the water utilities in your sample? 

The water utilities in my sample would be considered as having a higher 

level of financial risk (Le. the risk associated with debt repayment) 

because of their higher levels of debt. The additional financial risk due to 

debt leverage is embedded in the cost of equities derived for those 

companies through the DCF analysis. Thus, the cost of equity derived in 

my DCF analysis is applicable to companies that are more leveraged and, 

theoretically speaking, riskier than a utility with a level of debt similar to 

Arizona Water's. In the case of a publicly traded company, such as those 

included in my proxy, a company with Arizona Water's level of debt would 
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a. 

I\. 

be perceived as having a lower level of financial risk and would therefore 

also have a lower expected return on common equity. 

Have you made a downward adjustment to your DCF estimate based on 

this perception of lower financial risk? 

No. I have not made an adjustment to my recommended cost of equity. I 

recognize that Arizona Water may have some degree of risk that would 

not be present in the sample companies. However, I believe that such risk 

is minimal at best. Well-managed regulated water utilities are similar in 

nature regardless of their size; however, a smaller utility may experience a 

slightly higher level of liquidity risk due to size. Arizona Water‘s potential 

for a small degree of liquidity risk is more than offset by its lower level of 

financial risk. 

COMMENTS ON ARIZONA WATER’S COST OF E Q U I N  CAPITAL 

TESTIMONY 

Q. Are there portions of the cost of equity capital testimony presented by the 

Company that you would like to comment on? 

Yes. I would like to discuss the methodologies used to calculate the 

Company’s proposed cost of equity capital and the factors on which the 

Company is relying on in support of a risk premium. 

A. 
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:omparison of Methods 

What methodology did Arizona Water use to determine its proposed cost 

of equity capital? 

The Company’s consultant, Dr. Thomas M. Zepp, used two methods for 

determining a cost of equity capital: the DCF and a risk premium method, 

which I did not use in my cost of common equity analysis. 

Please compare Dr. Zepp’s DCF results and the results of your DCF 

analysis. 

Dr. Zepp’s DCF analysis derived an estimated cost of equity capital for 

sample water and gas utilities that ranged from 11.00 percent to 11-20 

percent, which is 182 to 202 basis points higher than the 9.18 percent 

result derived from my DCF analysis. Dr. Zepp’s estimated equity costs 

for Arizona Water ranged from 12.00 percent to 12.70 percent or 282 to 

352 basis points higher than my 9.18 percent recommended cost for 

equity capital. Dr. Zepp’s final recommended cost of common equity for 

Arizona water of 12.40 percent is based on his belief that a 100 to 150 

basis point risk adjustment is warranted for Arizona Water because of the 

risks that the Company faces. 
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2. 

4. 

3. 

A. 

What factors does Dr. Zepp cite in order to justify an additional return over 

the results of his cost of equity capital analysis? 

Dr. Zepp cites the following factors: 

company size, 

inability to place bonds at reasonable rates, 

not being publicly traded, 

historical test year concept practiced in Arizona; and 

new Environmental Protection Agency (“EPA) 
standards for arsenic. 

Dr. Zepp proposes that these factors merit a 100 to 150 basis point 

increase, or a 1 .OO percent to 1.50 percent risk premium, above the rates 

of return derived from the lower range of his DCF and risk premium 

results. 

Do you agree‘with Dr. Zepp’s position that a 100 to 150 basis point “risk 

premium” should be added to Arizona Water’s cost of equity capital based 

on the issues listed in the Company’s Application? 

No I do not. I will address each of these issues in the remainder of my 

direct testimony. 
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:ompany Size 

2. 

i: 

What sources does Dr. Zepp cite as a justification for a risk premium 

based on company size? 

Dr. Zepp cites several sources that advocate a risk premium because of 

firm size. The first source is a 1997 article’3 published by Eugene Fama 

and Kenneth R. French that, according to Dr. Zepp, presents evidence 

that smaller companies, with betas that are identical to larger companies, 

are generally riskier. The second source, which is closely related to the 

findings presented in the Fama-French article just noted, is Chapter 7 of 

lbbotson Associates’ annual publication Stocks Bonds, Bills and Inflation, 

2000 Yearbook (“SBBI Yearbook”), which advocates that a risk premium is 

warranted on smaller sized firms because their actual returns exceed the 

expected returns that are derived from the results of a CAPM analysis. 

The third source is a decision on a California water utility (Park Water 

Company) that was influenced by a 1990 California Public Utilities 

Commission (YCPUC) Order Instituting Investigation (011). In regard to 

this last source, the Company cites a CPUC study that has been quoted in 

other Arizona proceedings as a justification for a risk p remi~m’~ .  

l3 Fama, E.F. and French, K.R., “Industry Costs of Equity,” The Journal of Financial Economics, 
NO. 43 (1997), pp. 153-193. 

l4 Bermuda Water Company, Docket No. W-01812A-98-0390, Exhibit A-12 presented during 
hearing. 
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Have you reviewed these studies? 

Yes, I have. 

Does the Fama-French article cited by the Company support a risk 

premium? 

The “Industry Costs of Equity” article by Fama and French presents 

research in support of their position that the CAPM (developed by Sharpe, 

Lintner and Black) and a three-factor equity-pricing model (created by 

Fama and French) provide imprecise estimates of cost of equity. I believe 

that this article is a continuation of research originally presented 1992, and 

does not contain any new revelations in regard to an ongoing debate in 

the academic community over the returns of publicly traded small 

capitalization firms. Both the 1992 and 1997 Fama French articles do, 

however, refer to a third journal article titled “Structural and Return 

Characteristics of Small and Large Firms,” which was published by K.C. 

Chan and Nai-Fu Chen (“Chan & Chen”) in the September 1991 issue of 

The Journal of Finance. This article presents evidence that small size by 

itself does not necessarily imply higher risk and that differences in market 

capitalization fail to explain why small and large firms have different 

responses to economic news. 
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2. 

\. 

3. 

4. 

What were the findings presented in the Chan & Chen article? 

Chan & Chen concluded that certain smaller publicly traded firms on the 

NYSE, are firms that can be best described as economically distressed. 

That is to say that these firms were once large capitalization companies 

that declined in size because of poor management (Le. being run 

inefficiently) a situation that contributed to their higher financial leverage 

(i.e. higher levels of debt). These types of companies, or “marginal firms” 

as Chan & Chen refer to them, also suffer from cash flow problems that 

are a result of their higher levels of debt. Because these “marginal firms” 

are experiencing declining cash flows, they are often forced to cut their 

dividends. This in turn causes their stock prices to fall because investors 

are not realizing their expected rate of return. Chan & Chen’s findings 

also addressed a seasonal phenomenon, known as the January effect, 

which is exhibited in the monthly return data on the publicly traded stocks 

of marginal firms. 

Would Arizona Water fit the description of a marginal firm in terms of the 

Company’s level of debt? 

I do not believe so. As I explained in my testimony on the Company’s 

capital structure, Arizona Water‘s post-test year 2002 debt level of 33.86 

percent was 26.04 percent lower than the average debt level of all the 

water utilities tracked by Value Line. 
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3. 

A. 

Q. 

A. 

Has Arizona Water had a history of cash flow problems? 

Not according to data compiled from the Company’s Annual Reports to the 

ACC’s Utilities Division. Between 1992 and 2002, Arizona Water reported 

positive after-tax net income ranging from $2.6 million in 1992 to $6.2 

million in 2002. The Company also paid out regular dividends to 

shareholders in each of these years. In terms of Arizona Water‘s ability to 

meet the Company’s debt obligations, Decision No. 64996, dated June 26, 

2002, which approved the Company’s current line of credit with Bank of 

America, stated that Commission Staff had calculated a pro forma times 

interest earned ratioi5 rTIER) of 3.86 and a debt service coverage ratio16 

(“DSC) of 3.69. Generally speaking, a TIER of at least 1.50 and a DSC of 

1.25 are considered to be adequate. The results of Staff‘s financial 

analysis in the aforementioned proceeding indicate that Arizona Water 

had more than adequate cash flows needed to meet the Company’s 

annual debt service obligations. 

Did Arizona Water cut the Company’s dividend per share that was paid 

out at any time during the period from 1992 to 2002? 

Only during the Test Year. In 2000 the Company paid out an $11.45 per 

share dividend (53.26 percent of net income) the largest dividend paid 

A ratio that measures the number of times that a company’s earnings will cover its contractual 15 

interest obligations. 

l6 The number of times that a company‘s cash flow will cover its principal and interest payments. 
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prior to that year. During the Test Year, the Company paid out $5.58 per 

share (34.34 percent in net income), the first cut in dividends since 1989. 

However, in 2002 the Company paid out a dividend of $11.81 per share, 

the largest dividend paid since 1989 (51.61 percent of net income). Prior 

to the 2000 operating period, Arizona Water‘s dividends increased an 

average 6.9 percent between 1989 and 1999. This average included a 

9.4 percent increase during 1999 due to a special dividend which was paid 

out in addition to the Company’s regular annual dividend.” The 

Company’s dividend payout averaged 47.8 percent of net income over this 

same period of tirne.l8 

Q. 

A. 

Is there any other evidence that would support your view that Arizona 

Water does not fit the description of a marginal firm? 

Yes, the Commission-approved $11.5 million line of credit with Bank of 

America discussed earlier. In my opinion, the fact that Bank of America is 

extending credit to the Company reinforces my position that Arizona Water 

is a creditworthy entity and certainly not one that is viewed by financial 

institutions as a lending risk or, for that matter, a marginal firm. 

” During. 1999, Arizona Water paid a regular dividend of $9.87 and a special dividend of $7.41. 

’* Based on 270,000 shares of common stock. 
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2. 

4. 

3. 

4. 

Q. 

A. 

Please describe the information presented in Chapter 7 of the SBBl 

publication. 

As noted earlier Chapter 7 of the SBBl Yearbook advocates risk premiums 

for firms with certain size characteristics because the actual returns of 

these types of firms exceed the expected returns that are derived from the 

results of a CAPM analysis. The chapter presents the results of NYSE 

Common stock return data, observed from 1926 to the present, on various 

sized firms in ten different size groups or “deciles.” 

Given the information that is presented in the SBBl Yearbook, why are you 

convinced that a risk premium is not warranted? 

My principal rejection of the information contained in Chapter 7 of the 

SBBl Yearbook is because it is not utility specific. A compelling argument 

as to why the size effect does not apply to regulated utilities can be found 

in the attached study by Annie Wong titled Utilitv Stocks and the Size 

Effect: An Empirical Analysis (Attachment 1). 

Do you have any additional comments on Chapter 7 of the SBBl 

Yearbook? 

Yes. I think that it is interesting to note that there is a passage in the 

chapter that briefly discusses a seasonal phenomenon that is known as 

the “January effect” (which I noted earlier in my discussion on the Chan 
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and Chen article published in 1991). In my opinion, this passage is 

something of a disclaimer for the small capitalization stock results that are 

presented in the chapter. 

2. 

4. 

What exactly is the January effect? 

The January effect refers to a situation that has existed for at least the last 

thirty-six years and may have occurred in forty of the last forty-seven 

years, whereby small company stocks outpetform large company stocks 

from the end of December through January. Research conducted in 1981 

by Donald 6. Keimlg and later by Robert A. Haugen,20 revealed that 

virtually all of the effect occurred in the month of January and that a large 

part of the effect occurred within the first five days of January. In other 

words there is virtually no significant difference in the prices (which would 

affect the rates of return on the stocks that are used to calculate beta) of 

small company stocks and large company stocks during the remaining 

eleven months of the year, Given this information, I believe that there 

appears to be no really sound rationale for a small company premium. 

Keim, D.B. “Size-Related Anomalies and Stock Return Seasonality: Further Empirical 
Evidence,” Journal of Financial Economics, Vol. 12, no. 1 (June. 1983): 13-32. 

Haugen, Robert A. and Philippe Jorion T h e  January Effect: Still There After All These Years,” 
Financial Analysts Journal. (Jan. Feb. 1996): 27-31. 
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2. 

4. 

What exactly causes this difference in performance between small 

company and large company stocks primarily in January? 

The conventional wisdom on the subject is that the difference results from 

both portfolio balancing and tax-loss selling by large institutional investors 

(i.e. mutual and pension funds) at the end of December. Since this sell off 

(which results in a drop in small company stock prices) occurs at the end 

of the year, these same small company stocks tend to rebound during the 

early days of January. This is due to increased demand for small 

company stocks from optimistic investors. As a result of this increased 

demand, the prices of small company stocks are driven up higher than the 

prices for large company stocks. 

Because the sell off may be tax motivated, it has even been suggested 

that the policies of the federal government would essentially perpetuate 

the January effect on an annual basis. However, it is interesting to note 

that the January effect has not materialized since 1995 (although some 

analysts believe that the timing of the effect has shifted to October and 

November). According to an article, dated February 3, 1997, which 

appeared on the CNN Financial Network Internet web site, the absence of 

the January effect in recent years may have occurred due to a shift in 

buying habits among younger investors who prefer large company stocks. 

If this is actually the case, the lack of demand kept the prices of small 
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company stocks down and also in line with the prices of large company 

stocks. This would only strengthen the argument that no real difference 

exists between the prices of small company stocks and large company 

stocks and further weakens the argument for a small company premium. 

Q. Have you reviewed the background on the Park Water Company case that 

the Dr. Zepp cited his direct testimony in support of his proposed risk 

.premium? 

Yes. The Park Water Company decision has its basis in two CPUC 

decisions. Decision 92-03-093, dealt with California Class B, C and D 

water utilities and Decision 94-06-033 dealt with larger California Class A 

water utilities. 

A. 

Q. Do these CPUC Decisions support a risk premium as requested by the 

Company? 

No. I do not believe that the findings and conclusions contained in these 

two decisions support the risk premium being proposed by the Company. 

A. 

51 

Q. 

A. 

What is the background behind these two CPUC decisions? 

As noted previously, these decisions were the result of a 1990 CPUC 011. 

Acting under this order, the CPUC Staff prepared a study (“CPUC Study”) 
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that examined the risks faced by water providers operating in the state of 

California. 

Briefly summarize the conclusions of the CPUC Decision 92-03-093. 

Based on the conclusions and recommendations presented in the CPUC 

Study, Decision 92-03-093 adopted a generic rate of return that ranged 

from 11.6 percent to 12.1 percent for California Class C utilities and 13.9 

percent to 14.4 percent on California Class D utilities.21 The CPUC Study, 

which was conducted in 1991(at a time when interest rates were much 

higher than now), concluded that the use of a rate of return on rate base 

methodology is not the best method for compensating specific classes of 

water utilities that are considered to be “risky,” or perhaps more 

appropriately, that have been deemed to be “at risk.” These are water 

providers. that have relatively small rate bases and relatively high 

operating expenses. In adopting its guidelines for setting rates for 

companies that fall into these classes, the CPUC recognized “that Class C 

and Class D water utilities are fundamentally different from Class A water 

utilities in terms of the operational and financial risks [that] they face, [and] 

it is not appropriate to tie the range of returns to those of Class A utilities.” 

*’ The Decision also stated that a rate of return could be set above or below these ranges if the 
facts of the case merited it. 
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Q. 

A. 

How are water utilities classified in California? 

Unlike Arizona, which classifies utilities by the amount of operating 

revenue that they generate, the CPUC classifies utilities by the number of 

service connections that they have. These classifications are as follows: 

Class A 

Class B 

greater than 10,000 connections 

between 2,000 and 10,000 connections 

Q. Does Arizona Water, or the Company’s Eastern Group as a whole fall into 

the class C or D categories? 

A. No. 

Q. 

A. 

What class of utility would Arizona Water be under the CPUC system? 

Arizona Water- by itself would be a Class A utility if it were regulated by the 

CPUC. The Company’s Eastern Group, with 29,236 combined service 

connections, would also qualify as a Class A utility as would the Apache 

Junction system with its 16,093 customers. Bisbee, Sierra Vista and 

Miami, would qualify as Class B utilities. Superior, San Manuel and 

Oracle would be a Class C utility under the CPUC standard. Winkelman 

would be a Class D utility. So in terms of service connections, only the 
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Superior, San Manuel, Oracle and Winkelman systems which are all 

benefiting from various economies of scale by being a part of the larger 

Arizona Water family of systems, would fall into a class of utility targeted in 

the CPUC Study cited by the Company. 

What did Decision 94-06-033, which dealt with large Class A water 

uti I iti es , conclude? 

As stated in the Introduction of CPUC Decision 94-06-033 the CPUC 

concluded that “no fundamental change in our ratem’aking procedures are 

necessary at this time based on the risks of endemic water shortage and 

increased costs of water quality.” However, the CPUC Staff does 

distinguish somewhat between larger and smaller Class A utilities as 

evidenced in a decision, cited by Dr. Zepp, on a California Class A water 

utility, Park Water Company, which I will discuss later in my testimony. 

nability to Place Bonds at Reasonable Rates 

2. 

4. 

Please address Dr. Zepp’s justification for a risk premium based on 

Arizona Water Company’s inability to place bonds at reasonable rates. 

This is a moot point since Arizona Water successfully placed its Series K, 

8.04 percent general mortgage bonds, due in 2031, during April 2001. 

Although I will concede that it may have taken Arizona Water longer to 

place this particular bond issue than others in the past (do to changing 
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market conditions for the size of the issues being offered), the fact 

remains that the issue was indeed placed by the Company. 

Vot Being Publicly Traded 

3. 

4. 

What is your response to Dr. Zepp’s argument that Arizona Water is 

entitled to a risk premium because it is a closely held firm whose stock is 

not publicly traded? 

I believe that Chan & Chen’s assertion that smallness by itself does not 

necessarily imply higher risk could also be applied to the fact that Arizona 

Water is a closely held firm. Although Arizona Water may not have the 

same access to the capital markets that a publicly traded firm does, being 

closely held has not prevented the Company from raising needed capital. 

This includes Arizona Water‘s ability to place bond issues (the Company’s 

preferred method of debt financing), obtain lines of credit with major 

money center banks such as Bank of America, or manage internally 

generated funds in order to allow the Company to meet its annual debt 

service obligations and still pay steadily increasing dividends on a regular 

basis. 

Other than not having access to the capital markets to issue additional 

shares of common stock, the Company has been able to do virtually 

everything else that a publicly traded firm can do - without having to deal 
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with the additional problems and costs associated with being a publicly 

traded firm. This would include such things as shareholder relations 

problems, the additional costs associated with producing annual reports to 

shareholders, the costs associated with additional required regulatory 

filings (i.e. annual 10-Ks and quarterly 10-Q’s) with the US. Securities 

and Exchange Commission (“SEC”), the costs associated with registering 

new issues of stocks and bonds with the SEC, not to mention the legal 

costs associated with lawsuits by shareholders. 

Q. 

A. 

Please respond to Dr. Zepp’s Park Water Companyz (“Park Water”) 

example of a California Class A water utility that received an additional 

rate of return based on its size? 

According to the information contained on page 20 of Dr. Zepp’s 

testimony, the CPUC provided Park Water with an additional 30 basis 

points for the following reasons: 

a) small size, 

b) limited financial flexibility, 

c) demonstrated higher costs to borrow; and 

d) vulnerability to catastrophic events. 

Based on information contained on its Internet web site, Park Water is an investor owned, 
public water utility, that currently delivers water to approximately 60,000 service connections. 
Park Water serves a population of about 200,000 people in Los Angeles and San 
Bernardino Counties in California, and in Missoula and Superior Counties in Montana. 

22 
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With the exception of "vulnerability to catastrophic events," which I believe 

refers to natural disasters, I have explained why I believe that none of the 

aforementioned issues merit an increase for additional risk over my 9.18 

percent cost of equity capital recommendation for Arizona Water. 

1. 

4. 

Do you believe that Arizona Water is vulnerable to the type of catastrophic 

events that Park Water is exposed to? 

A public utility operating in California would be subject to natural disasters 

such as fire, earthquakes and mudslides. Of these types of disasters, I 

believe that it is reasonable to assume that a major earthquake would 

probably be the most catastrophic event faced by a water utility. Of the 

three water utilities included in my proxy, two of them have large portions 

of their operations located in the state of California. Of these three 

utilities, the one that is probably the most vulnerable to earthquakes, 

based on recent history is California Water (which operates in both 

California and. the state of Washington). Value Line is projecting returns 

on common equity for California Water of 7.50 percent in 2003, 9.00 

percent in 2004 and a 10.0 percent return during the 2006 - 2008 time 

frame. Even if Arizona Water did experience losses from the types of 

extraordinary incidents noted earlier, the Company would, as would any 

other type of business in Arizona, recover losses through either insurance 
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coverage or possibly from some combination of state and/or federal 

disaster relief funds.23 

Q. 

A. 

You have discussed catastrophic events in the context of a natural 

disaster, what about a situation that would be unique to a water utility, 

such as having to shut down a key well or losing some other major source 

of water supply? 

This type of catastrophic event would fall more in line with the ACC’s 

power to set emergency rates. The Commission has the authority to set 

temporary rates (that are subject to refund) on a case by case basis that 

will provide rate relief that is needed as a result of some sudden change 

that brings hardship on a utility. In recent years the Commission has 

granted numerous requests for emergency rates, the best example of 

which was the ACC’s decision regarding emergency rates for Far West 

Water & Sewer, Inc., in which interim rates were established in order to 

help cover .the costs associated with Commission mandated 

improvements to utility 

_ _ ~  ~ 

23 Perhaps the best example of this is Bonita Creek Land and Homeowners Association, which 
was able to rebuild a water system that had been destroyed in a fire near Payson (the Dude Fire) 
through the use of state disaster relief funds. 

24 Decision No. 61 833, dated July 20, 1999. 
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2. 

4. 

What would be the effect of a 30 basis point increase, such as the one 

granted to Park Water by the CPUC, to your cost of capital to Arizona 

Water? 

A 30 basis point increase to my recommended cost of common equity 

would raise my recommended overall weighted cost of capital from 8.68 

percent to 8.88 percent. While my recommended 8.68 percent rate of 

return may be lower than returns realized by Arizona Water since the 

Company’s last authorized rate increase, it has to be remembered that my 

recommended 8.44 percent cost of long-term debt is 173 basis points 

lower than the 10.17 percent cost of long-term debt authorized by the 

Commission in December 1992. This is largely due to the steady decline 

in interest rates over the past eleven years which Arizona Water has taken 

advantage of in its decision to refinance older higher cost long-term debt 

instruments (i.e. the Company’s Series G bonds). 

i-listorical Test Year Concept Practiced in Arizona 

2. 

4. 

Please discuss risk in the context of the Company’s regulatory climate in 

Arizona. 

The regulatory climate that a utility must operate in has always been 

considered as a potential source of risk when determining the rate of 

return that a utility is entitled to. In my opinion, the regulatory climate that 

Arizona Water is operating in has never been more favorable to water 
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utilities. Over the past seven years, the federal reauthorization of the Safe 

Drinking Water Act (“SDWA) has provided federal funds from which a 

state revolving fund has been established. The fund, administered in 

Arizona by the Water Infrastructure Authority (“WIFA), has been set up to 

provide low interest rate loans to water utilities that want to make 

improvements to their systems. Unlike other states, such as Indiana, 

which has in the past, exercised its discretionary power to limit the 

distribution of that state’s share of federal monies to public systems only, 

Arizona has encouraged both public and investor owned systems like 

Arizona Water to apply for WIFA loans. Although an Arizona-based water 

provider might not wish to take advantage of loans offered by WlFA (for 

whatever reasons decided on by the water provider‘s management) that 

does not change the fact that low interest financing is available to the 

water provider through the WlFA program. The ADEQ’s Monitoring 

Assistance Program (“MAP”) is also now in place to aid water utilities on 

their water testing needs. 

2. 

4. 

Can you cite any recent events that would support your claim that Arizona 

is a favorable jurisdiction for water utilities? 

Yes. American Water Works was recently acquired by RWE, a large 

German conglomerate. Prior to becoming a part of RWE, American Water 

Works (which owns Arizona American Water Company in Paradise Valley) 
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acquired the Sun City water and wastewater operations that were put up 

for sale by Citizens Utilities. American States Water Co. (“American 

States”), one of the firms included in my proxy, acquired Chaparral City 

Water Company in Fountain Hills. This acquisition is noteworthy since it 

marked the first time that American States had acquired a system outside 

of California. Southwest Gas recently expanded its operations in Arizona 

by acquiring Black Mountain Gas and UniSource Energy acquired the 

electric and gas operations of Citizens Utilities. I don’t believe that any of 

these public utility holding companies would have expanded in Arizona if 

they believed they were going to have to face a harsh regulatory climate. 

3. 

4. 

Are there other facts that would indicate that the Arizona jurisdiction is not 

as risky as the Company would want one to believe? 

One of the interesting things which I discovered while reviewing the CPUC 

documents were the various aspects of California regulation which have 

not even been major issues in the water utility proceedings that I have 

been involved with in Arizona. This includes rigid caps on management 

salary levels and strict policies that allow utilities to recover only fifty 

percent of their fixed operating costs through minimum monthly service 

charges. During the CPUC 011 proceedings, Park Water expressed 

displeasure over being subject to an imputed capital structure, which is 

also rare in the case of water utility proceedings in Arizona. These 
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examples indicate that the Arizona jurisdiction is not as unfavorable as 

many utility consultants would lead you to believe. 

dew Environmental Protection Agency Standards for Arsenic 

2. 

4. 

3. 

A. 

Please respond to the risks posed to Arizona Water due to revised arsenic 

standards for drinking water that are being proposed by the Environmental 

Protection Agency (“EPA)? 

A decision is now pending on an arsenic recovery mechanism that will 

allow Arizona Water to recover costs associated with the removal of 

arsenic in the Company’s affected systems. This would include the 

Apache Junction, Superior and San Manuel systems in this proceeding. 

Given this fact, any additional return on investment for revised arsenic 

standards would not be warranted. 

Are there any final remarks that you would like to make regarding your 

recommended cost of capital for Arizona Water? 

Yes. I would like to reiterate my firm belief that the water utilities (with 

betas in the 0.60 to 0.70 range) that were included in my DCF and CAPM 

sample fit the Hope decision definition of “other investments with 

comparable risk.” I further believe that the utilities included in my sample 

closely resemble Arizona Water in terms of both an operating and risk 

standpoint. In addition, the relatively high equity ratio of the capital 
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structure proposed by both the Company and myself, takes into account 

any risk differentials that Arizona Water may be exposed to. 

1. 

4. 

a. 

4. 

Does your silence on any of the issues, matters or findings addressed in 

the testimony of Dr. Zepp or other witnesses for Arizona Water constitute 

your acceptance of their positions on such issues, matters or findings? 

No, it does not. 

Does this conclude your testimony on Arizona Water's Eastern Group? 

Yes, it does. 
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EDUCATION: 

ADpendix 1 

-- 
Qualifications of William A. Riqsby 

University of Phoenix 
Master of Business Administration, Emphasis in Accounting, 1993 

Arizona State University 
College of Business 
Bachelor of Science, Finance, 1990 

Mesa Community College 
Associate of Applied Science, Banking and Finance, 1986 

Michigan State University 
Institute of Public Utilities 
N.A.R.U.C. Annual Regulatory Studies Program, 1997 &1999 

Florida State University 
Center for Professional Development & Public Service 
N.A.R.U.C. Annual Western Utility Rate School, 1996 

EXPERIENCE: Public Utilities Analyst V 
Residential Utility Consumer Office 
Phoenix, Arizona 
April 2001 - Present 

Senior Rate Analyst 
Accounting & Rates - Financial Analysis Unit 
Arizona Corporation Commission, Utilities Division 
Phoenix, Arizona 
July 1999 - April 2001 

Senior Rate Analyst 
Residential Utility Consumer Office 
Phoenix, Arizona 
December 1997 - July 1999 

Utilities Auditor II and Ill 
Accounting & Rates - Revenue Requirements Analysis Unit 
Arizona Corporation Commission, Utilities Division 
Phoenix, Arizona 
October 1994 - November 1997 

Revenue Auditor I I  
Arizona Department of Revenue 
Corporate Income Tax Audit Unit 
Phoenix, Arizona 
November 1993 - October 1994 

Tax Examiner Technician I 
Arizona Department of Revenue 
Transaction Privilege Tax Audit Unit 
Phoenix, Arizona 
July 1991 -November 1993 
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Appendix I 

RESUME OF RATE CASE AND REGULATORY PARTICIPATION 

Utility Company 

ICR Water Users Association 

Rincon Water Company 

Ash Fork Development 
Association, Inc. 

Parker Lakeview Estates 
Homeowners Association, Inc. 

Mirabell Water Company, Inc. 

Bonita Creek Land and 
Homeowner’s Association 

Pineview Land & 
Water Company 

Pineview Land & 
Water Company 

Montezuma Estates 
Property Owners Association 

Houghland Water Company 

Sunrise Vistas Utilities 
Company - Water Division 

Sunrise Vistas Utilities 
Company - Sewer Division 

Holiday Enterprises, Inc. 
dba Holiday Water Company 

Gardener Water Company 

Cienega Water Company 

Rincon Water Company 

Vail Water Company 

Bermuda Water Company, Inc. 

Bella Vista Water Company 

Pima Utility Company 

Docket No. 

U-2824-94-389 

U-1723-95-122 

E-1004-95-124 

U-1853-95-328 

U-2368-95-449 

u-2195-95-494 

U-1676-96-161 

U-1676-96-352 

U-2064-96-465 

U-2338-96-603 et al 

U-2625-97-074 

U-2625-97-075 

U-1896-97-302 

U-2373-97-499 

W -2034-97-473 

W-1723-97-414 

W -01 651 A-97-0539 et al 

W-01812A-98-0390 

W -02465A-98-0458 

SW-02199A-98-0578 

Type of Proceedinq 

Original CC&N 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Financing 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

FinancingJAuth. 
To Issue Stock 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

2 



Appendix 1 

RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.) 

Utility Company 

Pineview Water Company 

I.M. Water Company, Inc. 

Marana Water Service, Inc. 

Tonto Hills Utility Company 

New Life Trust, Inc. 
dba Dateland Utilities 

GTE California, Inc. 

Citizens Utilities Rural Company, Inc. 

MCO Properties, Inc. 

American States Water Company 

Arizona American Water Company 

Arizona Electric Power Cooperative 

360networks (USA) Inc. 

Beardsley Water Company, Inc. 

Mirabell Water Company 

Rio Verde Utilities, Inc. 

Arizona Water Company 

Loma Linda Estates, Inc. 

Arizona Water Company 

Mountain Pass Utility Company 

Picacho Sewer Company 

Picacho Water Company 

Ridgeview Utility Company 

Green Valley Water Company 

Bella Vista Water Company 

Docket No. 

W-01676A-99-0261 

W-02191A-99-0415 

W-01493A-99-0398 

W -02483A-99-0558 

W -03537A-99-0530 

T-019546-99-0511 

T-018466-99-0511 

W-02113A-00-0233 

W-02113A-00-0233 

W-01303A-00-0327 

E-01773A-00-0227 

T-03777A-00-0575 

W-02074A-00-0482 

W -02368A-00-046 1 

WS-02156A-00-0321 et al 

W-01445A-00-0749 

W -0221 1 A-00-0975 

W-01445A-00-0962 

SW-03841 A-01-0166 

SW-03709A-01-0165 

W-03528A-01-0169 

W-03861 A-01-0167 

W -02025A-01-0559 

W-02465A-01-0776 

Type of Proceedinq 

WlFA Financing 

Financing 

WlFA Financing 

WlFA Rnancing 

Financing 

Sale of Assets 

Sale of Assets 

Reorganization 

Reorganization 

Financing 

Financing 

Financing 

W IFA Financing 

WlFA Financing 

Rate Increase/ 
Financing 

Financing 

Rate Increase 

Rate Increase 

Financing 

Financing 

Financing 

Financing 

Rate Increase 

Rate Increase 
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SCHEDULE ## 

WAR - 1 

WAR - 2 

WAR - 3 

WAR - 4 

WAR - 5 

WAR - 6 

WAR - 7 

WAR - 8 

WAR - 9 

WAR - 10 

ARIZONA WATER COMPANY 
EASTERN GROUP 

TABLE OF CONT ENTS TO SCHEDULES WAR 
DOCKET NO. W-01445A-02-0619 

COST OF CAPITAL SUMMARY 

COST OF DEBT 

DCF COST OF EQUITY CAPITAL 

DIVIDEND YIELD CALCULATION 

DIVIDEND GROWTH RATE CALCULATION 

DIVIDEND GROWTH COMPONENTS 

GROWTH RATE COMPARISON 

CAPM COST OF EQUITY CAPITAL 

ECONOMIC INDICATORS - 1990 TO PRESENT 

CAPITAL STRUCTURES OF PUBLICLY TRADED WATER COMPANIES 
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ARIZONA WATER COMPANY 
TEST YEAR ENDED DECEMBER 31,2001 
CAPM COST OF EQUITY CAPITAL 

DOCKET NO. W-01445A-02-0619 
SCHEDULE WAR - 8 
PAGE 1 OF 2 

BASED ON A GEOMETRIC MEAN: 

(A) (B) 
LINE STOCK EXPECTED 
- NO. SYMBOL k =  rf + [  I3 x ( rrn rf ) ] = RETURN 

1 AWR k = 0.91% 0.60 x ( 10.20% - 0.91% ) ] = 6.48% 

2 CWT k = 0.91% + [ 0.60 x ( 10.20% - 0.91% ) ] = 6.48% 

3 PSC k = 0.91% + [ 0.70 x ( 10.20% - 0.91% ) ] = 7.41 yo 

4 AVERAGE 

REFERENCES: 
COLUMN (A): GENERAL CAPITAL ASSET PRICING MODEL (CAPM) FORMULA 

k =  r, + [ R (rm - r t ) ]  

WHERE: k = THE EXPECTED RETURN ON A GIVEN SECURITY 
rf = RATE OF RETURN ON A RISK FREE ASSET PROXY (a) 

rm = PROXY FOR THE MARKET RATE OF RETURN (b) 
I3 = THE BETA COEFFICIENT OF A GIVEN SECURITY 

COLUMN (8): EXPECTED RATE OF RETURN USING THE CAPM FORMULA 

(a) AN AVERAGE OF THE 91-DAY T-BILL RATE (6-WEEK AVG.) AND THE 91-DAY T-BILL FUTURES 
RATE THAT APPEARED IN THE 06/20/03 COPY OF THE WALL STREET JOURNAL WAS USED 
AS A RISK FREE RATE OF RETURN. 

(b) THE MARKET RATE PROXY USED WAS THE GEOMETRIC MEAN FOR S&P 500 RETURNS 
OVER THE 1926 - 2002 PERIOD. THE DATA WAS OBTAINED FROM IBBOTSON ASSOCIATES 
STOCKS, BONDS, BILLS AND INFLATION: 2002 YEARBOOK. 
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ARIZONA WATER COMPANY 
TEST YEAR ENDED DECEMBER 31,2001 
CAPM COST OF EQUITY CAPITAL 

DOCKET NO. W-01445A-02-0619 
SCHEDULE WAR - 8 
PAGE 2 OF 2 

BASED ON AN ARITHMETIC MEAN: 

(A) (B) 
LINE STOCK EXPECTED 
- NO. SYMBOL k = rf + [  0 x ( r, rf 1 = RETURN 

1 AWR k = 0.91% + [ 0.60 x ( 12.20% - 0.91% ) ] = 7.68% 

2 CWT k = 0.91% + [ 0.60 x ( 12.20% - 0.91% ) ] = 7.68% 

3 PSC k = 0.91% + [ 0.70 x ( 12.20% - 0.91% ) ] = 8.81 % 

4 AVERAGE 

REFERENCES: 
COLUMN (A): GENERAL CAPITAL ASSET PRICING MODEL (CAPM) FORMULA 

k = r, + [ B (rm- r f ) ]  

WHERE: k = THE EXPECTED RETURN ON A GIVEN SECURITY 
r, = RATE OF RETURN ON A RISK FREE ASSET PROXY (a) 
B =THE BETA COEFFICIENT OF A GIVEN SECURITY 
r, = PROXY FOR THE MARKET RATE OF RETURN (b) 

COLUMN (B): EXPECTED RATE OF RETURN USING THE CAPM FORMULA 

NOTES 

(a) AN AVERAGE OF THE 91-DAY T-BILL RATE (6-WEEK AVG.) AND THE 91-DAY T-BILL FUTURES 
RATE THAT APPEARED IN THE 06/20/03 COPY OF THE WALL STREET JOURNAL WAS USED 
AS A RISK FREE RATE OF RETURN. 

(b) THE MARKET RATE PROXY USED WAS THE GEOMETRIC MEAN FOR S&P 500 RETURNS 

~ 

OVER THE 1926 - 2002 PERIOD. THE DATA WAS OBTAINED FROM IBBOTSON ASSOCIATES 
STOCKS, BONDS, BILLS AND INFLATION: 2002 YEARBOOK. 
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SECOND SET OF DATA REQUESTS 
FROM BLACK MOUNTAIN SEWER CORPORATION 

TO THE RESIDENTIAL UTILITY CONSUMER OFFICE 
(Docket No. SW-02361A-05-0657) 

2.1 1 Please explain how RUCO’s recommended property tax methodology 
differs from the methodology advanced by RUCO and rejected by the 
Commission in each of the following decisions: Chaparral Cify Wafer 
Company, Docket No. W-02113A-04-0616, Decision No. 681 76 
(September 30, 2005), Rio Rico Ufilifies, lnc., Decision No. 67279 
(October 5, 2004), Arizona Wafer Company, Decision No. 68302 
(November 14, 2005), Decision No. 66849 (March 22, 2004), and Decision 
No. 64282 (Dec. 28, 2002); Bella Visfa Wafer Company, Decision No. 
65350 (Nov.1, 2002). 

Response: William A. Rigsby 

It does not differ. RUCO has consistently calculated the Company’s 
property tax expense in the manner prescribed by ADOR, which is based 
on the last three years of actual operating revenue. 
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N THE MATTER OF THE APPLICATION OF 
JHAPAREUL CITY WATER COMPANY, AN 
UUZONA CORPORATION, FOR A 
IETERMINATION OF THE CURRENT FAIR 
JALUE OF ITS UTILITY PLANT AND 
’ROPERTY AND FOR INCREASES IN ITS 
MTES AND CHARGES FOR UTILITY SERVICE 
3ASED THEREON. 

BEFORE THE ARIZONA CORPORATION COMMISSION 
Arizona Corporation Commission 

ZOMMISSIONERS DOCKETED 
SEP 3 0 2005 EFF HATCH-MILLER, Chairman 

KILLIAM A. =ELL 

DOCKET NO. W-02113A-04-06 16 

68176 DECISION NO. 

OPINION AND ORDER 

vlARC SPITZER 
vEKE GLEASON 
CRISTIN K. MAYES 

DOCKETED BY m 
I I I 

T ATTENDANCE: Kristen K. Mayes, Commissioner 

SPEARANCES : Norman D. James and Jay L. Shapiro, 
FENNEiMORE CRAIG, on behalf of 
Chaparral City Water Company; 

Daniel Pozefsky, on behalf of the 
Residential Utility Consumer Office; and 

David Ronald, Staff Attorney, Legal 
Division, on behalf of the Utilities 
Division of the Arizona Corporation 
Commission. 

Y THE COMMISSION: 

INTRODUCTION 

A. Procedural History 

On August 24, 2004, Chaparral City Water Company (“Chaparral City” or “Company”) filed 

ith the Anzona Corporation Commission (“Commission”) an application for a determination of the 

irrent fair value of its utility plant and property and for increases in its rates and char 

TWolfe\Watei RatesOrd\ClassA\0406 16 doc 1 
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5. Purchasec 

DOCKET NO. W-02113A-04-0616 

Power Expense 

The Company proposes that purchased power expense should be adjusted to take into account 

recent rate increases of Salt River Project (“SRP”) and Anzona Public Service Company (“APS”) 

(Bourassa Rj. at 17). Staff agrees with this adjustment (Moe Sb. at 16). RUCO opposes this 

adjustment claiming that the increases in power rates are too far outside the test year (Moore Sb. at 

11). The SRP and A P S  rate increases are known and measurable expenses. The adjustment proposed 

by the Company and Staff is appropriate and will be adopted, for total purchased power expense of 

$5 10,947. 

6. Property Tax Expense 

The Arizona Department of Revenue (“ADOR’) determines the value of utility property for 

tax purposes using a formula that is based on the utility’s historical revenues. The Company and 

Staff propose to follow recent Commission Decisions2 to use adjusted test-year revenues in the 

application of the ADOR formula in order to determine allowed property tax expense (Bourassa Rj. 

at 16; Moe Dt. at 19). RUCO continues to disagree with the Commission’s use of adjusted test year 

revenues in the application of the ADOR formula for estimating property tax expense for ratemaking 

mposes, and argues that only historical revenues should be used. 

In an attempt to support its argument, RUCO compared the results of its methodology, using 

:he Company’s historical revenues for the years 2001, 2002 and 2003, with the results of the 

Zommission’s methodology, using the Company’s historical revenues and adjusted test year 

revenues, in order to predict the property taxes assessed by ADOR in 2004 (see Hearing Exhibit R-2)’ 

md asserts that because its methodology more accurately predicted the actual 2004 tax assessment, 

’ E.g., Rio Rico Utilities, Decision No. 67279 (October 5 ,  2004) (finding that use of only historic revenues understates the 
:xpense level); Arizona Water Company, Decision No. 64282 (December 28, 2001) (accepting Arizona Water Company’s 
property tax calculation, which included proposed revenues); Bella Vista Water Company, Decision No. 65350 
[November 1, 2002) (concluding that “the most logical approach is to use the two most recent hstoric years’ revenues, 
and the projected revenues under the newly approved rates”); Arizona .4merican Water Company, Decision No. 67093 
[June 30,2004). 

13 
68176 
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DOCKET NO. W-02113A-04-0616 

dopt its approach (RUCO Br. at 8-9). We do not agree. Exhibit R-2 

does not, and cannot, include a comparison of results of RUCO’s backward-looking methodology 

with results of the Commission’s approach for any years beyond 2004, because the actual 

assessments for the years following 2004 are unknown. What is known is that any revenue increase 

approved in this proceeding will increase the Company’s property taxes, barring the occurrence of 

very extraordinary circumstances. ADOR will never again use the inputs of revenues for the years 

2001, 2002 and 2003, the years RUCO advocates using in this proceeding, to determine property tax 

levels for Chaparral City. RUCO’s calculation methodology, which uses only historical revenues, 

unfairly and unreasonably understates property tax expense, and is therefore inappropriate for 

ratemaking purposes. 

As we have repeatedly found, the input of known revenue increases is necessary in order to 

fairly estimate property tax expense for ratemaking purposes. RUCO has not demonstrated in this 

proceeding a basis for departure from our prior determinations on this issue.3 We will therefore adopt 

the recommendations of the Company and Staff to follow recent Commission Decisions to use 

adjusted test year revenues in determining property tax expense. 

The legislature recently enacted Arizona House Bill 2779, which will gradually lower the 

assessment ratio for Class 1 properties, such as utility property, from 25 percent to 20 percent over a 

ten year period, by means of a reduction in the assessment ratio of !4 percent a year. Assessment 

ratios are applied to full cash value to derive an assessed value on which property tax is applied (Tr. 

at 643). Although the new assessment ratios are known, their actual effect on the amount of property 

taxes assessed in the future is unknown, because unlike the assessment ratios which are set by the 

legislature, actual property tax rates are set by counties and other governmental entities (Tr. at 643, 

645). As requested, the parties introduced schedules at the hearing that estimate the impact of HB 

RUCO has not appealed prior Commission Decisions rejecting its proposed methodology, 

14 
68176 

DECISION NO. 



t 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

DOCKET NO. W-02113A-04-0616 

2779 on the Company’s property tax expense level (see Hearing Exhibits A-26, R-8, S-15). The 

schedules show that even if property tax rates were to remain constant, the effect of calculating HB 

2779’s lower assessment ratios into property tax estimates would have a de minimus effect on rates in 

this case (see Tr. at 596; 644). No party recommended that its property tax calculation be amended. 

Based on the revenue requirement we adopt herein, and utilizing the methodology adopted by 

the Commission in our prior Decisions for the reasons set forth herein, an allowance will be made for 

property tax expense in the amount of $299,495. 

7. Depreciation Expense 

The Company’s application showed test year depreciation expense of $920,648. The 

Company did not perform a depreciation study, but chose instead to base its depreciation rates on 

Staffs developed typical and customary depreciation rates (Bourassa Rb at 2, Rj. at 17). Based on its 

proposed plant in service amounts, the Company proposed test year adjusted depreciation expense of 

$1,432,828 (Bourassa Rj. Sched. C-1, p. I). Staff accepted the Company’s use of Staffs developed 

typical and customary dcpreciation rates to calculate its proposed test year adjusted depreciation 

expense of $1,365,295, based on its proposed plant in service (Moe Sb. Sched. JRM-24). RUCO 

disagrees with the use of Staffs developed typical and customary depreciation rates and proposes the 

use of a different set of depreciation rates instead, as discussed in Section XI hereinbelow. Using its 

proposed depreciation rates, RUCO proposed test year adjusted depreciation expense of $1,113,339, 

based on its proposed plant in service amounts (Moore Dt. Sched. RLM-IO, p. 1 of 2). Applying 

RUCO’s proposed depreciation rates to the plant in service amounts approved herein would result in 

test year adjusted depreciation expense of approximately $1,139,194. Consistent with our discussion 

of appropriate depreciation rates in Section XI hereinbelow, we adopt test year adjusted depreciation 

expense of $1,432,828, based on the plant in service amounts authorized herein and using the 

depreciation rates proposed by the Company and Staff. 

15 
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ARIZONA WATER COMPANY, AN ARIZONA 
CORPORATION, FOR ADJUSTMENTS TO ITS 
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DECISION NO. 68302 

OPINION AND ORDER 

Arizona Corporation Commissio 

3Y THE COMMISSION: 

INTRODUCTION 

On September 8, 2004, Arizona Water Company (“Arizona Water,” “Company,” or 

‘Applicant”) filed the above-captioned application with the Anzona Corporation Commission 

“Commission”) requesting a rate increase for the Company’s Western Group systems. Anzona 

1 .\TWolfeblWC6SO\AWCO&O doc 
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DOCKET NO. W-01445A-00-0650 

involved, and a comparison to other cases, we find that it is reasonable to allow rate case expense of 

$250,000 in this case, amortized over three years. 

E. Property Tax Expense 

The methodology used by the Company and Staff to estimate property tax expense, which is 

to use adjusted test year revenues and the projected revenues under the newly approved rates as 

inputs to the ADOR assessment formula, is the same methodology adopted in numerous prior cases 

over the objections of RUCO.*o RUCO proposes, as it has many times before, to instead use 

revenues from the test year and the two years prior to the test year to calculate property tax expense 

(Tr. at 1003). RUCO has not demonstrated a basis for departure from our prior determinations on 

this issue. RUCO’s argument regarding regulatory lag (RUCO Br. at 14, RUCO Reply Br. at 7-8) 

has been advanced and rejected (see Riu Rico Utilities, Decision No. 67279 (October 5, 2004)). 

Regulatory lag is inherent to the regulatory process, working sometimes to the benefit of ratepayers 

and sometimes to the benefit of shareholders. Its existence does not provide a justification for 

understating a utility’s property tax expense. RUCO’s calculation methodology, which uses only 

historical revenues, unfairly and unreasonably understates property tax expense, and is therefore 

inappropriate for ratemaking purposes. The Company and Staffs calculation for property tax 

expense yields the best estimate of Arizona Water’s property tax expense for the period in which new 

rates will be in effect. 

Based on the revenue requirement we adopt herein, and utilizing the methodology adopted by 

the Commission in our prior Decisions, an allowance will be made for property tax expense in the 

amount of $768,963 on for the Western Group systems. This figure includes an estimation of the 

lo E.g., Chaparral City Water, Decision No. 68176 (September 30,2005) (finding that RUCO’s calculation methodology, 
which uses only historical revenues, unfairly and unreasonably understates property tax expense, and is therefore 
inappropriate for ratemalung purposes); Rio Rico Utilities, Decision No. 67279 (October 5 ,  2004) (fmdmg that use of only 
historic revenues understates the expense level); Arizona American Water Company, Decision No. 67093 (June 30, 2004); 
Bella Vista Water Company, Decision No. 65350 (November 1, 2002); Arizona Water Company, Decision No. 64282 
(December 28,2001). RUCO has not appealed any of these Decisions. 

28 68302 DECISION NO, 
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effects of recently enacted Arizona House Bill 2779, which will gradually lower the assessment ratio 

for Class 1 properties, such as utility property, from 25 percent to 20 percent over a ten year period, 

by means of a reduction in the assessment ratio of ?4 percent a year. By system, property tax 

allowance is as follows: Casa Grande, $583,331; Coolidge, $104,176; White Tank, $46,367; Ajo, 

$24,552; and Stanfield, $10,537. 

Because an allowance for the property tax expense of Arizona Water is included in the 

Company’s rates and will be collected fiom its customers, the Commission seeks assurances from the 

Company that any taxes collected from ratepayers have been remitted to the appropriate taxing 

3uthority. It has come to the Commission’s attention that a number of water companies have been 

inwilling or unable to fulfill their obligation to pay the taxes that were collected from ratepayers, 

some for as many as twenty years. It is reasonable, therefore, that as a preventive measure Arizona 

Water annually file, as part of its annual report, an affidavit with the Utilities Division attesting that 

he Company is current in paying its property taxes in Arizona. 

F. Statement of Operating Income 

Arizona Water’s adjusted Western Group test year operating revenues were $10,675,355. In 

iccordance with the discussion herein, the Company’s adjusted test year Western Group operating 

:xpenses for ratemaking purposes total $8,704,066 for an adjusted Western Group test year net 

Iperating income of $1,97 1,289. 

By system, Arizona Water’s adjusted Casa Grande test year operating revenues were 

;7,921,381, and adjusted test year operating expenses for ratemaking purposes were $6,419,127, for 

in adjusted Casa Grande system test year adjusted net operating income of $1,502,254. 

Arizona Water’s adjusted Coolidge test year operating revenues were $1,427,285, and 

idjusted test year operating expenses for ratemaking purposes were $1,191,676, for an adjusted 

Zoolidge system test year net operating income of $235,609. 
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EXECUTIVE SUMMARY 
ARIZONA WATER COMPANY 

DOCKET NO. W-01445A-02-0619 

h 

The direct testimony of Staff witness Joel M. Reiker addresses the following issues: 

Capital Structure - Staff recommends the Commission adopt a capital structure consisting of 
28.2 percent long-term debt, 5.6 percent short-term debt, and 66.1 percent equity. 

Cost of Debt - Staff recommends the Commission adopt an 8.46 percent cost of long-term 
debt and a 4.00 percent cost of short-term debt. 

Cost of Equity - Staff recommends the Commission adopt a 9.0 percent return on equity 
(“ROE”). Staff bases its ROE recommendation on its discounted cash flow (“DCF”) and 
capital asset pricing model (“CAPM”) analyses. Staffs recommended ROE range is 7.7 
percent to 11.1 percent. 

Overall Rate of Return - Staff recommends the Commission adopt an overall rate of return 
(“ROR’) of 8.6 percent. Staffs ROR recommendation results in a pre-tax interest coverage 
ratio of 4.7. This represents a fair and reasonable rate of return on Arizona Water’s rate base 
and is evidence that the Company will maintain financial integrity. 

Comment on the Direct Testimony of Company Witness Thomas M. Zepp - The 
Commission should reject Dr. Zepp’s proposed 12.4 percent ROE for the following reasons: 

1. There are several problems associated with Dr. Zepp’s DCF estimates 
including; sample selection, inappropriate calculation of the expected 
dividend yield, mismatching, exclusive reliance on analysts’ forecasts, and 
failure to consider dividends per share growth. 

Dr. Zepp’s “risk premium” analysis should be rejected because (1) it relies 
on analysts’ forecasts of future interest rates, (2) it is based on a general 
rule of thumb rather than theory developed in the financial literature, and 
(3) the yield to maturity on corporate bonds cannot be meaningfully 
compared to the cost of equity. 

Dr. Zepp’s testimony on the Baa corporate bond rate is incorrect, and 
when corrected supports a cost of equity below Staffs recommended 9.0 
percent when considered with his overall analysis. 

Dr. Zepp’s proposed 100 to 150 basis point small company premium 
should be rejected because it is (1) inconsistent with financial theory, and 
(2) contrary to utility industry-specific studies. Further, the Commission 
has previously rejected a small-firm size risk premium in rate proceedings. 

2. 

3. 

4. 

5. Dr. Zepp fails to make a capital structure adjustment to account for 
decreased financial risk. 
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INTRODUCTION 

Q. 

A. 

Please state your name, occupation, and business address. 

My name is Joel M. Reiker. I am a Senior Regulatory Analyst employed by the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff ’). 

My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Q. 

A. 

Briefly describe your responsibilities as a Senior Regulatory Analyst. 

In my capacity as a Senior Regulatory Analyst, I provide recommendations to the 

Commission on mergers, acquisitions, financing, and sales of assets. I also perform 

studies to estimate the cost of capital for utilities that are seeking rate relief, and I 

occasionally act as arbitrator in disputes b 

Q. 

A. 

Please describe your educational background and professional experience. 

In 1998, I graduated cum laude from Arizona State University, receiving a Bachelor of 

Science degree in Global Business with a specialization in finance. My course of studies 

included classes in corporate and international finance, investments, accounting, statistics, 

and economics. In 1999, I was employed by the Commission as an Auditor I11 in the 

Accounting & Rates Section’s Financial Analysis Unit. Since that time, I have attended 

various seminars and classes on general regulatory and business issues, including the cost 

of capital and the use of energy derivatives. I was promoted to a Senior Rate Analyst in 

December 2000. 

Q. What is the scope of your testimony in this case? 
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A. I provide Staffs recommended rate of return in this case. I address the appropriate capital 

structure, as well as the appropriate costs of debt and equity for setting rates for Arizona 

Water Company (“Arizona Water” or “Company”). 

SUMMARY OF TESTIMONY AND RECOMMENDATIONS 

Q. 

A. 

Briefly summarize how Staffs cost of capital testimony is organized. 

Staffs cost of capital testimony is organized into six sections. Section I discusses the 

Company’s capital structure. Section I1 discusses Anzona Water’s cost of debt. Section 

I11 discusses risk and presents the findings of Staffs cost of equity capital analysis in 

which I used the discounted cash flow (“DCF”) model and the capital asset pricing model 

(“CAPM’). In section IV, I present Staff’s recommended return on equity (“ROE”) for 

Arizona Water. In section V, I present Staffs overall rate of return (“ROR”) 

recommendation. Finally, I provide Staffs comments on the Company’s proposed ROE 

in section VI. 

Q. 

A. 

Have you prepared any exhibits to your testimony? 

Yes. I prepared nineteen schedules and two exhibits that support Staffs cost of capital 

analysis. 

Q. 

A. 

Please summarize Staffs ROR recommendations. 

Staffs ROR recommendation is summarized in the following table: 
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Table 1 

Weighted 
Weight Cost cost 

Long-term Debt 28.2% 8.5% 2.39% 
Short-term Debt 5.6% 4.0% 0.22% 
Common Equity 66.1% 9.0% 5.95% 

A. Staff recommends the following capital structure: 

Table 2 
Capital Source Percentage 

Long-term Debt 28.2% 
5.6% Short-term Debt 

Common Equity 66.1% 
100.0% 

Q. 

A. 

Is this the same capital structure proposed by the Company? 

No, it is not. The Company proposes the following capital structure in its application: 

Table 3 
Capital Source Percentage 

Long-term Debt 30.6% 

Common Equity 65.7% 
100.0% 

Short-term Debt 3.8% 

Q .  How does Staffs proposed capital structure differ from the Company’s proposed 

capital structure? 
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A. The Company’s proposed capital structure reflects its actual capital structure as of 

December 3 1, 2001. Staffs proposed capital structure reflects the Company’s actual 

capital structure as of December 31, 2002. Staffs proposed capital stnicture reflects the 

most recent known information available concerning the Company’s capital stnicture and 

is therefore a more appropriate capital structure to use in order to calculate the cost of 

capital on a going-forward basis. 

11. THE COST OF DEBT 

Q.  What is Staffs recommended cost of debt? 

A. Staff recommends an 8.46 percent cost of long-term debt and a 4.00 percent cost of short- 

term debt. 

Q. 

A. 

What is the Company’s proposed cost of debt? 

The Company proposes an 8.46 percent cost of long-term debt and a 7.37 percent cost of 

short-term debt. 

Q. How does Staff‘s recommended cost of short-term debt differ from the Company’s 

proposed cost of short-term debt? 

A. The Company’s proposed cost of short-term debt is a historical average of its cost of 

short-term borrowing during 2001. Staffs recommended cost of short-term debt is the 

Company’s actual cost going-forward. According to the Business Loan Agreement 

between Bank of America, N. A. (“B of A”) and Arizona Water, the applicable interest 

rate on the Company’s line of credit is B of A’s prime rate minus one-quarter (0.25) of a 
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percentage point.’ Therefore, Arizona Water’s cost of short-term debt is 4.00 percent 

(4.25% - 0.25%). 

’ Accordlng to the Company’s response to Staff data request JMR 9-3, the Bank Reference Rate as of January 24, 
2003 is 4.25%. 
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2: History af 5- and TU-Year T reasclry Yield5 

1 

According to the capital asset pricing model, the cost of equity moves in the same 

direction as interest rates. Chart 2 suggests that capital costs, including the cost of equity, 

are lower than they have been in decades. 

Q. 

A. 

What have historical returns been for average risk securities? 

Wharton School finance professor Jeremy Siegel published his finding that the average 

comuound and arithmetic annual returns on U.S. equities have been 8.3 percent and 9.7 

percent, respectively, using 199 years of data from 1802 through 2001 .2 

One should keep in mind that the above returns are actual returns, not expected returns. 

However, any request for an allowed ROE at or above 10.0 percent exceeds the compound 

and arithmetic average historical return on U.S. equities for the period mentioned above. 

The risk of a regulated water utility, as measured by the capital asset pricing model beta, is 

significantly below the theoretical average beta of 1.0. I discuss the average beta (.59) of 

' Siegel, Jeremy J. Stocks for the Long Run, third edition. McGraw-Hill, New York. 2002. p.13. 
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the water utility industry later. Therefore, the required return on an investment in the 

water utility industry is significantly below the average required return on the market. 

Capital Structure and Risk 

Q. How is risk defined? 

A. Risk is defined in modem portfolio theory as the sensitivity of an investment’s returns to 

market returns. The most prevalent measure of risk is “beta.” Beta is the measurement of 

an investment’s market risk, and it reflects both the business risk and financial risk of a 

firm.3 

Unique risk, or microeconomic risk, is risk that can be eliminated by portfolio 

diversification, i.e. buying securities in portfolios. Unique risk is not measured by beta 

nor does it factor into the cost of equity because it can be eliminated through simple 

shareholder diversification. Unique risks are peculiar to an individual company or 

investment project. Investors who hold diversified portfolios do not worry about unique 

risk; therefore, it does not affect the cost of capital. Additionally, investors who choose to 

be less than fully diversified will not expect to be compensated for unique risk.4 

Q. What is market risk? 

Brealey, Richard, A. Stewart Myers. Principles of Corporate Finance. McGraw-Hill, New York. 1988. p. 134. 
Harrington, Diana R. Modern Portfolio Theory, the Capital Asset Pricing Model, and Arbitrage Pricing Theory. A 4 

User 2 Gurde. Prentice-Hall, Inc., Englewood Cliffs, New Jersey. 1987. p. 16. 
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A. Market risk, also known as systematic risk, is the risk related to economy-wide perils that 

threaten all businesses such as changes in interest rates, inflation, and general business 

cycles. Market risk cannot be avoided regardless of how diversified a portfolio is. Market 

risk is the only risk that affects the cost of equity. Market risk includes business risk and 

financial risk. 

Q. Please distinguish between business risk and financial risk. 
I 

8 (I A. Business risk is the risk associated with the fluctuation in earnings due to the basic nature 

of a firm’s business. Financial risk is the risk to shareholders caused by a firm’s reliance 

on debt financing. Both business risk and financial risk affect the cost of capital. 

What is the relationship between the capital structure and financial risk? 

A greater percentage of debt in a capital structure results in a higher level of financial risk. 

How does Arizona Water’s capital structure compare to capital structures of 

publicly traded water companies? 

Anzona Water’s capital structure has a greater percentage of equity than the average 

capital structure of publicly traded water companies; therefore, Arizona Water has a lower 

level of financial risk. Schedule JMR-1 shows the capital structures of six publicly traded 

water companies (“sample water companies”) as of 2002, as well as Arizona Water’s 

capital structure. As of December 2002, the sample water companies were capitalized 

with approximately 50 percent equity while Arizona Water’s capital structure consists of 

approximately 70 percent equity. 
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Q. How does a lower level of financial risk affect a firm’s cost of equity? 

A. A lower level of financial risk results in a lower cost of equity. 

Fair and Reasonable Return on Equity 

Q. 

A. 

Define the term “cost of equity.” 

A firm’s cost of equity is that rate of return that investors expect to earn on their equity 

investment given the risk of the firm. An investor’s expected return is equally defined as 

the return on equity that they expect on other investments of similar risk. 

Q. 

A. 

What models did Staff use to estimate Arizona Water’s cost of equity? 

Staff used two market-based models: the discounted cash flow (“DCF”) model and the 

capital asset pricing model (“CAPM’). Staff applied these two models to publicly traded 

stocks to estimate Arizona Water’s cost of equity. 

Q. 

A. 

Did Staff apply the DCF model and the CAPM to Arizona Water directly? 

No, Staff did not apply the models directly to Arizona Water because it does not have 

publicly traded stock and therefore lacks the information necessary to apply the market- 

based models. Staff used a sample of publicly traded water companies as a proxy. In 

addition to examining the sample water companies, Staff conducted an analysis of the cost 

of equity to a sample of publicly traded gas distribution companies (“sample gas 

companies”). Because the sample gas companies are risluer than the sample water 

companies, one can expect them to have a higher cost of equity on average. Therefore, 

Staffs estimate of the cost of equity to the sample gas companies requires a downward 

adjustment to be relied upon in this proceeding. 
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Q .  

A. 

What companies did Staff select as proxies or  comparables for Arizona Water? 

Staff selected the six sample water companies previously discussed in the capital structure 

section of this testimony. These companies represent all of the water companies currently 

followed by The Value Line Investment Sziwey (“Value Line”) and The Value Line 

Investment Survey Small and Mid Cap Edition (“Valzre Line Small Cap”) who have a 

significant percentage of revenues derived fiom regulated water utility operations. These 

companies include: American States Water, California Water, Connecticut Water 

Services, Middlesex Water, Philadelphia Suburban, and S JW Corp. 

Discounted Cash Flow Model Analysis 

Q. Please provide a brief summary of the theory upon which the DCF method of 

estimating the cost of equity is based. 

The DCF method of estimating the cost of equity is based upon the theory that the market 

price of a stock is equal to the present value of all expected future dividends. Through a 

A. 

mathematical restatement, the discount rate, or cost of capital, can be derived from the 

expected dividends, the stock price, and a dividend growth rate. The formula is generally 

applied to a sample of companies that exhibit similar risk to the company in question and 

the resulting estimates for the discount rates (or costs of equity) are then averaged. 

Use of the DCF method for estimating the cost of equity capital to a public utility was 

pioneered by Professor Myron Gordon in the 1960’s, and it has become the most widely 

used model. In 1998, Professor Gordon said the following about the simplicity of his 

model when he gave the keynote Address at the 30th Financial Forum of the Society of 

Utility and Regulatory Financial Analysts: 
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Q. 
A. 

On its simplicity, the model made it extremely difficult, if not 
impossible, for a banker from Goldman Sachs or some other Wall 
Street firm, or for a finance professor fiom a prestige university to 
use the authority of hidher position to make extravagant claims 
before a regulatory agency. An independent expert or a member of 
a commission staff with far less impressive credentials could 
politely, firmly and effectively deflate any bombast in their 
testim0ny.j 

How did Staff apply the DCF Model? 

Staff applied the DCF model using two different approaches. Staffs first approach used 

the constant-growth DCF model. Staffs second approach was to use a non-constant 

gowth, or multi-stage DCF. The advantage of the multi-stage DCF is that it does not 

assume that dividends grow at a constant rate over time. 

The Constant-Growth DCF 

Q. 

A. 

What is the constant-growth DCF formula used in Staffs analysis? 

The constant-growth DCF formula used in Staffs analysis is: 

Equation 1: 

D, 
P, 

K = - + g  

where : K = the cost of equity 
D, = the expected annual dividend 
P, = the current stock price 
g = the expected infinite annual growth rate of dividends 

Gordon, M. J. Keynote Address at the 30Ih Financial Forum of the Society of Utility and Regulatory Financial 5 

Analysts. May 8, 1998. Transparency 2. 
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Q. 

A. 

Q. 
A. 

Q .  

The constant-growth DCF model shown in Equation 1 assumes that a company has a 

constant payout ratio and that its earnings are expected to grow at a constant rate. Thus, if 

a stock has a market price of $10 per share, an expected annual dividend of $1 per share, 

and if its dividends were expected to grow 3 percent per year, then the cost of equity for 

the company would be 13.0 percent (the 10 percent dividend yield plus the growth rate of 

3 percent per year). 

How did Staff calculate the dividend yield component (Dl/Po) of the constant-growth 

DCF formula? 

Staff calculated the yield component of the DCF formula by dividing the expected annual 

dividend by the spot stock price after the close of the market on May 6,2003, as reported 

by Yahoo Finance. 

Staff used the spot stock price because it reflects all publicly available information. 

According to the efficient markets hypothesis, the current stock price includes investors’ 

expectations of future returns and is the best indicator of these expectations. 

How did Staff estimate the dividend growth (g) component of the DCF model? 

Because the DCF model is predicated on dividend growth, Staff examined historical and 

projected growth in dividends per share (“DPS”). Staff also examined growth in earnings 

per share (“EPS”) as well as intrinsic growth. 

How did Staff estimate DPS growth? 
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4. Staff estimated DPS growth by calculating the average rate of growth in dividends per 

share of the sample water companies for the period 1992 to 2002. The results of the 

analysis are shown in Schedule JMR-2. Staffs analysis indicates an average historical 

DPS growth rate of 2.5 percent for the sample water companies. 

Q. 

A. 

What DPS growth rate does VaZue Line project for the sample water companies? 

Value Line projects an average DPS growth rate of 2.9 percent over the next five years for 

the sample water companies it follows, as shown in Schedule JMR-2. This average rate is 

higher than the 10-year average historical rate that Staff calculated. 

Q. Why did Staff examine EPS growth to estimate the dividend growth component of 

the constant-growth DCF model? 

Staff examined EPS growth because dividend growth does not occur independently of 

earnings. It would be virtually impossible for dividend growth to exceed earnings growth 

over the long run, as it would ultimately lead to payout ratios in excess of 100 percent, 

which simply are not sustainable. Therefore, Staff considered historical growth in EPS in 

estimating dividend growth. 

A. 

Q. What is Staffs historical EPS growth rate? 

A. Schedule JMR-2 shows the average historical rate of growth in EPS for the sample water 

companies. Staffs average historical EPS growth rate is 3.2 percent for the sample water 

companies. 

Q.  What EPS growth rate did Value Line project for the sample water companies it 

follows? 
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4. Schedule JMR-2 shows the average of the projected EPS growth rates to be 8.7 percent 

higher than the 10-year historical EPS growth rate. One should note that analysts 

projections of future earnings are generally high,6 and vary widely depending on tht 

source. For example, as of May 2003, Zacks Investment Research projected an averagc 

five-year earnings growth rate of 5.35 percent for the sample water companies. 

Q. What is retention growth? 

A. Retention growth is simply the product of the percentage of earnings retained by tht 

company (“retention ratio”) and the booWaccounting return on equity. This concept i: 

based upon the theory that dividend growth can only be achieved if a company retains an( 

reinvests a portion of its earnings in itself to earn a return. 

Q. 

A. 

What is the formula for the retention growth rate? 

The retention growth rate formula is: 

Equation 2 : 
g = br 

where: g = retention growth 
b = the retention ratio (1 - dividend payout ratio) 
r = the accounting return on common equity 

Q. What retention (br) growth rate did Staff calculate for the sample water companies‘ 

See Seigel, Jeremy I. Stocks for the Lone Run. 2002. McGraw-Hill. New York. p. 100. Malkiel, Burton G. A 6 

Random Walk Down Wall Street. 1999. W.W. Norton & Co. New York. p. 169. Dreman, David. Contranan 
Investment Strategies: The Next Generation. 1998. Simon & Schuster. New York. pp. 97-98. Testimony of 
Professors Myron J. Gordon and Lawrence I. Gould, consultant to the Trial Staff (Common Camer Bureau), FCC 
Docket 79-63, p. 95. 
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A. 

2. 

4. 

Q. 
A. 

Q. 

A. 

Staff calculated an average retention (br) growth rate of 3.1 percent for the sample water 

companies, as shown on Schedule JMR-3. Staff calculated the rate by multiplyng the 

accounting return on equity (r) by the retention ratio (b) for the years 1993 through 2002, 

and then averaging the results. I 

Under what circumstances is the br growth rate method a reasonable estimate of 

future dividend growth? 

The br growth rate is a reasonable estimate of future dividend growth if the retention ratio 

is fairly constant and if the market price to book value (“market-to-book”) ratio is 

expected to equal 1.0. The retention ratio for the sample water companies used in Staffs 

analysis has remained relatively stable over the past several years. However, the average 

market-to-book ratio of the sample water companies is 2.2. (See Schedule JMR-5.)  Staff 

assumes that investors expect the market-to-book ratio to remain above 1 .O. 

What is the financial implication of a market-to-book ratio greater than 1.0? 

The implication is that investors expect the sample water companies to e m  

booWaccounting returns on equity greater than the companies’ costs of equity. 

How has Staff accounted for the assumption that investors expect the average 

market-to-book ratio of the sample water companies to remain above 1.0? 

Staff accounted for the assumption that investors expect the average market-to-book ratio 

of the sample water companies to remain above 1.0 by adding a second growth term to its 

br growth rate to arrive at the intrinsic growth rate. 
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Q.  

A. 

How does the vs term work? 

When a utility is expected to earn a booklaccounting return equal to its cost of equity then 

its market price will equal its book value and v will be equal to 0.0 (1-($lO/$lO)).  If a 

utility is expected to earn more than its cost of equity then its market-to-book ratio will be 

greater than 1 .O. If the market-to-book ratio is greater than 1 .O and v is positive when new 

shares are sold, then the book value per share of outstanding stock is less than the per 

share contributions of new shareholders. The per-share contribution in excess of book 

value per share accrues to the old shareholders in the form of a higher book value. The 

resulting higher book value leads to higher expected earnings and dividends. Thus, the 

growth term in the basic DCF model should include the vs growth term when the market- 

to-book ratio is not expected to equal 1 .O. 

Q. Shouldn’t utilities’ market-to-book ratios fall to 1.0 if their authorized ROEs are set 

equal to their costs of equity? 

In theory, yes. Utilities’ market-to-book ratios should fall to 1.0, in theory, making the vs 

term unnecessary. Setting the authorized return on equity for a utility equal to its cost of 

equity should eventually force the utility’s market price down to equal its book value. In 

A. 

principle, then, the vs term is unnecessary in the long run. In reality, rate orders do not 

force market-to-book ratios to 1.0 for a variety of reasons. For example, regulatory 

commissions do not issue orders simultaneously for multijurisdictional utilities, and a 

company may have earnings that are unregulated. Therefore, Staff included the vs growth 

term in its DCF analysis, even though the resulting growth rate estimate might be too high. 

Staffs resulting estimates are too high to the extent that investors expect the sample’s 

average market-to-book ratio to fall to 1 .O because of falling authorized ROEs. 
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Q .  
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

What is Staffs intrinsic growth rate and how was it calculated? 

Staffs intrinsic growth rate is 4.8 percent for the sample water companies. It was 

calculated by averaging the sum of Staffs br and vs growth rates for each of the sample 

water companies. (See Schedule JMR-3.) 

Did Staff consider Value Line forecasts to estimate intrinsic growth? 

Yes. Staff considered Value Line’s b and r projections to calculate projected intrinsic 

growth rates for the sample water companies. The average intrinsic growth rate calculated 

under this approach is 7.8 percent. Schedule Jh4R-3 shows Staffs calculations of intrinsic 

growth based on Value Line’s projections. 

What is Staffs expected infinite annual growth rate in dividends? 

Schedule JMR-4 shows Staffs calculation of expected dividend growth. Staffs expected 

annual dividend growth rate is also shown in the following table: 

Table 4 

Growth Rate t! 
10-Year EPS Growth 3.2% 
Projected EPS Growth 8.7% 
10-Year DPS Growth 2.5% 
Projected DPS Growth 2.9% 
10-Year Intrinsic Growth 4.8% 
Projected Intrinsic Growth 7.8% 
Aver age 4.98% 

What is the result of Staffs constant-growth DCF analysis? 

Schedule JMR-7 shows the result of Staffs constant-growth DCF analysis. 

constant-growth DCF cost of equity estimate is also shown below: 

Staffs 
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A. Staff forecasted a stream of dividends and found the cost of equity that equates the present 

4 

7 

8 

9 

5 

by Value Line using Value Line’s estimate of the projected dividend for the next twelve 

months and the five-year projected DPS growth rate. For the sample water companies 

followed by Value Line Small Cap, Staff forecasted the dividends expected over the next 

value of the stream to the current stock price for each of the sample water companies, 

consistent with Equation 4. 

Q. 

A. 

How did Staff calculate stage-1 growth? 

Staff forecasted dividends five years out for each of the sample water companies followed 

10 

11 

12 

13 

14 

15 

1 6  

2( 

2 

2: 

twelve months, and forecasted dividends five years out using the average projected DPS 

growth rate. 

Q. 

A. 

How did Staff estimate stage-2 growth? 

For stage-2 growth, or constant growth, Staff used the rate of growth in gross domestic 

product (“GDP”) fiom 1929 to 2002, which is 6.5 percent. Historical growth in GDP is 

appropriate because it ultimately assumes that the water utility industry will neither grow 

faster, nor slower, than the overall economy. 

Q. 

A. 

What is the result of Staffs  multi-stage DCF analysis? 

Schedule JMR-6 shows the result of Staffs multi-stage DCF analysis. The average of 

Staffs multi-stage DCF estimates is 9.6 percent. 
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Capital Asset Pricing Model 

Q.  

L. 

Please describe the capital asset pricing model. 

The CAPM is the best-known model of risk and return.* The CAPM is the work of Nobel 

prize-winning economists and provides a method to estimate the risk and expected return 

on a risky asset. The model concludes that the expected return on a risky asset is equal to 

the sum of the prevailing risk-free interest rate and the market risk premium adjusted for 

the riskiness of the investment relative to the market. The critical assumptions of the 

CAPM can be summed up in the following quote from the book, The Stock Market: 

Theories and E ~ i d e n c e : ~  

The [CAPM] model presents a simple and intuitively appealing 
picture of financial markets. All investors hold efficient portfolios 
and all such portfolios move in perfect lockstep with the market. 
Portfolios differ only in their sensitivity to the market. Prices of all 
risky assets adjust so that their returns are appropriate, in terms of 
the model, to their riskiness. This riskiness is measured by a 
simple statistic, beta, which indicates the sensitivity of the asset to 
market movements. 

According to a 2001 study published in the Journal of Financial Economics, among CFOs 

the CAPM is by far the most popular method of estimating the cost of equity.“ 

Q. What is the CAPM formula? 

Brealey, Richard, Stewart C. Myers. Principles of Corporate Finance. 1988. McGraw-Hill. New York. p. 165. 
Lorie, James, Mary T. Hamilton. The Stock Market: Theories and Evidence. Richard D. Irwin, Inc. Homewood, 

Illinois. 1973. p. 202. 
lo Graham, John R., Campbel R. Harvey. “The Theory and Practlce of Corporate Finance: Evidence from the Field.” 
Joiirnal of Financial Economics. 60 (2001) pp. 187-243. 
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A. The CAPM formula is shown in the following equation: 

Equation 5 : 
K = R, + P (8,  - R,) 

where : R, = riskfreerate 

Rm = return on market 
P = beta 

Rm - R, = market risk premium 

Q. How was the CAPM implemented to estimate Arizona Water's cost of equity? 

A. Staff implemented the CAPM on the same sample water companies to which it applied the 

DCF model. 

Q. What risk-fr ate of interest did Staff estimate? 

A. Staff estimated the risk-free rate to be 3.3 percent. The estimate is based upon an average 

of intermediate-term U.S. Treasury sec;;rities' spot rztes pblished ir, T k  ;cycLII Street 

Journal. Published rates, as determined by the capital markets, are objective, verifiable, 

and readily available, as opposed to rates published by a forecasting service which are not 

necessarily objective, and are certainly not necessarily verifiable or readily available. 

Staff averaged the yields-to-maturity of three intermediate-term' ' (five-, seven-, and ten- 

year) U.S. Treasury securities quoted in the May 7 ,  2003, edition of The Wall Street 

Journal. Intermediate-term rates averaged 3.3 percent.I2 

I '  The use of intermediate-term securities is based on the theoretical specification that the time to maturity 
approximates the investor's holding period, and assumes that most investors consider the intermediate time frame (5- 
10 years) a more appropriate investment horizon. See Reilly, Frank K., and Keith C. Brown. Investment Analysis 
and Portfolio Manaeement. 2003. South-Westem. Mason, OH. pp. 438 - 439. 
'' Average yield oris-, 7-, and 10-year Treasury notes according to the May 7, 2003, edition of The Wall Sneet 
Journal: 2.74%, 3.38%, and 3.80%, respectlvely. 
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Q. What beta (p) did Staff use? 

A. Staff used the average of the YuZue Line betas for the six sample water companies in its 

analysis as a proxy for Arizona Water’s beta. Column ‘F’ of Schedule JMR-5 shows that 

the average Value Line beta is .59 for the sample water companies. 

Q. 

A. 

Please describe the expected market risk premium (R, - Rr). 

The expected market risk premium is the amount of additional return that investors expect 

from investing in the market (or an average-risk security) over the risk-free asset. 

Q. 

A. 

What is Staffs range of market risk premium estimates? 

Staffs range of estimates for the market risk premium is 7.4 percent to 13.1 percent. 

Q. 

A. 

How did you calculate your market risk premium range? 

Two approaches were used. The first approach is an estimate of the historical market risk 

premium. The second approach is an estimate of the current market risk premium. 

Q.  Please describe Staffs first approach to estimating the market risk premium: 

estimating the historical market risk premium. 

For the first approach, Staff assumed that the average historical market risk premium is a 

reasonable estimate of the expected market risk premium. If one consistently uses the 

long-run average market risk premium to estimate the expected market risk premium, one 

should, on average, be correct. 

A. 
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Staff used the historical intermediate-term market risk premium published in Ibbotson 

Associates' Stocks, Bonds, Bills and Inflation 2003 Yearbook for the 77-year period from 

1926 to 2002. Ibbotson Associates' calculation is the arithmetic average difference 

between SSLP 500 returns and intermediate-term government bond income returns. The 

77-year period is used to eliminate shorter-term biases while at the same time including 

unexpected past events including business cycles. Staffs market risk premium estimate 

using this approach is 7.4 percent. 

8 I/ 
9 

10 

11 

12 

Q. Please describe the second approach to estimating the market risk premium: 

estimating the current market risk premium. 

Staffs second approach essentially boils down to inserting a DCF-derived ROE into the 

CAPM equation, along with a beta and long-term risk-free rate, and solving the CAPM 

A. 

13 equation for the implied market risk premium. Value Line projects the expected dividend 

14 

15 

16 

17 

18 
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I 

yield (next 12 months) and growth for all dividend-paying stocks under its review. 

According to the May 2, 2003, edition of Value Line, the expected dividend yield is 2.1 

percent and the expected annual growth in share price is 15.83 per~ent . '~  Therefore, the 

constant-growth DCF estimate of the cost of equity to all dividend-paying stocks followed 

by Value Line is 17.9 percent. Using a beta of 1.00 and the current long-term risk-free 

rate of 4.76 percent, the implied current market risk premium is 13.1 per~ent . '~  

Q. What are the results of Staffs CAPM analysis? 

l 3  3 to 5 year price appreciation potential is 80%. 
l4 17.9% = 4.76% + 1.00 x (current market risk premium); 13.1% =current market risk premium. 

infinity, which IS a very long time. Therefore, a long-term risk-free rate is used €or consistency. 

1.80" - 1 = 15.83% 

A long-term rate is used here because the constant-growth DCF model does not assume a holding period other than 
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equity estimates are also shown in the following table: 

A. Schedule JMR-7 shows the results of Staffs CAPM analysis. Staffs CAPM cost of 

Table 6 

Resulting Cost of 
CAPM Equity Estimate 

7.7 Historical Market Risk Premium 
Current Market Risk Premium 11.1 

Average 9.4 

.V. FINAL, COST OF EQUITY ESTIMATES FOR ARIZONA WATER 

2. 
4. 

Please summarize the results of Staff's cost of equity analysis. 

The following table shows the results of Staffs cost of equity analysis: 

Table 7 
Method Estimate 

Constant Growth DCF 8.5% 
Multi-Stage DCF 9.6% 

Average DCF Estimate 9.0% 
Historical MRP CAPM 7.7% 
Current MRP CAPM 11.1% 

Average CAPM Estimate 9.4% 
Average 9.2% 

I 

Based on the results shown in Table 7, Staff would conclude that the cost of equity to the 

water utility industry is somewhere in the range of 7.7 percent to 11.1 percent. The 

average of Staffs DCF and CAPM estimates are 9.0 percent and 9.4 percent, respectively. 

Q. 

A. 

What are Staff's cost of equity estimates for the sample gas companies? 

Staffs cost of equity analysis for the sample gas companies is shown on Schedules JMR- 
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structure adjustment (discussed later), in order to be applied to Arizona Water. 

Q. 

A. 

What is Staffs ROE recommendation for Arizona Water? 

Staffs ROE recommendation for Arizona Water is 9.0 percent. This is at the lower end of 

Staffs average DCF and CAPM cost of equity cost estimates. Staff is recommending a 

ROE lower than its average estimate of 9.2 percent because Anzona Water’s capital 

structure reflects lower financial risk than that of the sample water companies. The 

business risks associated with the nature of water utility operations have been accounted 

for through Staffs selection of proxy companies. 

The Effect of Arizona Water’s Capital Structure on its Cost of Equity 

Q. Is there an accepted formula by which the effect of Arizona Water’s capital structure 

on its cost of equity can be estimated? 

Yes. The effect that a company’s capital structure has on its cost of equity can be 

estimated by adjusting beta to reflect an increase or decrease in leverage. The VaZue Line 

A. 

12 through JMR-18. The average of Staffs DCF and CAPPI estimates of the cost of 

equity to the sample gas companies is 10.3 percent. 

Q. 

A. 

Are the sample gas Companies riskier than the sample water companies? 

Yes. The average beta of the sample water companies is .59 (Schedule JMR-5). The 

average beta of the sample gas companies is .69 (Schedule JMR-16). Based on Staffs 

CAPM analysis, the cost of equity to the sample gas companies is approximately 100 basis 

points higher than the cost of equity to the sample water companies based on the 

difference in risk. Therefore, Staffs estimate of the cost of equity to the sample gas 

i companies would require a significant downward adjustment, in addition to a capital 
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betas for the sample water companies are “levered” betas - they reflect investors’ 

perceptions of both the business risks and the financial risks of the firm. In other words, 

one portion of the Value Line beta is related to the business risk of the firm and one 

portion of the Value Line beta is related to the financial risk of that firm. We already 

know the capital structures and beta for each of the sample water companies followed by 

Value Line. Therefore, if we remove from each firm’s beta that portion of risk related to 

the use of debt, we can estimate what the firm’s beta would be if it were financed entirely 

with equity capital. This is known as the “unlevered” beta.’’ The following equation is 

used to estimate the unlevered beta for a firm: 

Equation 6 : 

P L  
D u L = r + * D + E C ( w  

Where : 
PUL = unlevered beta 
/IL = levered beta 
BD =bookdebt 
EC = equity capital 
t = tax rate 

Q. 

A. 

Did Staff calculate unlevered betas for the sample water companies? 

Yes. Schedule JMR-9 shows how Staff calculated the unlevered beta for each of the 

sample water companies. The following table shows that the average raw beta‘6 of the 

‘’ Unlevered betas are discussed on page 38 of Cost of Capital: 2002 Yearbook, published by Ibbotson Associates 
Pp. 31-38. 
l6 Betas published by Value Line have been “adjusted” for their presumed long-term tendency to converge toward 
1 .O. The adjustment process pushes high betas down toward 1 .O and low betas up toward 1 .O. For purposes of 
calculating the capital structure adjustment to the cost of equity, Staff first “unadjusted” the Value Line betas to arrive 
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sample water companies decreases from -36 to .22 with the removal of all risk related to 

the use of debt. Therefore, a raw beta of .22 represents investors’ perceptions of the 

business risks associated with the sample companies. Additionally, 2 2  represents what 

the sample companies’ raw beta would be if they were financed entirely with equity. 

Table 7 

Value Line 
(levered) Raw Unlevered 

Company Beta Raw Beta 
.37 .22 
.37 .2 1 
.37 .24 
.30 .17 
.52 .30 
.22 .16 
.36 .22 

American States Water 
California Water Service 
Connecticut Water Service 
Middlesex Water 
Philadelphia Suburb an 

Average 
SJW Corp. 

Q. Is there a method by which the unlevered beta can be %-elevered” using the capital 

structure of Arizona Water to arrive at a beta that is more representative of Arizona 

Water’s financial risk? 

Yes. On average, the capital structures of the sample water companies are more 

leveraged, and reflect greater financial risk than Arizona Water’s capital structure in this 

proceeding. In order to calculate a beta that is more representative of Arizona Water’s 

financial risk, the unlevered beta discussed above can be relevered using Arizona Water’s 

capital structure. The following formula is used to calculate the relevered beta: 

A. 

at the “raw” beta, then “readjusted” the raw beta consistent with the method used by Value Line. The Value Line 
adjustment formula is [(raw beta x 0.67) + 0.351. 
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Equation 7 :  

p, = p,, (1 + (1 - t)BD + EC) 

Where : 
p, = relevered beta 
,& = unlevered beta 
t = tax rate 
BD = book debt 
EC = equity capital 

Schedule JMR-10 shows Staffs calculation of the relevered beta. Staff has calculated the 

relevered raw beta to be .28. When adjusted, the relevered raw beta becomes -53. 

Q. Can the relevered beta be used to estimate the effect of Arizona Water’s capital 

structure on its cost of equity? 

Yes. Once the relevered beta has been determined, the CAPM can be used to estimate the 

impact of the Company’s capital structure on its cost of equity. Schedule JMR-11 shows 

Staffs CAPM estimates of the cost of equity using the VaEue Line levered beta (lines 1 - 

3) as well as the relevered beta of .53 (lines 6 - 8). Column E of the same schedule shows 

the required capital structure adjustment to the cost of equity, this is the simple difference 

between the cost of equity estimates derived from the Vulue Line levered beta and the 

estimates derived from the relevered beta. On average, Arizona Water’s cost of equity is 

A. 

approximately 60 basis points lower than the cost of equity to the sample water 

companies. 
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2. 

2. 

How does this reconcile with Staffs final ROE recommendation of 9.0 percent? 

Staff concludes that the cost of equity to the water utility industry is somewhere in the 

range of 7.7 percent to 11 . I  percent. Staffs recommended ROE of 9.0 percent is at the 

lower end of Staffs average of DCF and CAPM estimates, and is therefore reasonable. 

V. RATE OF RETURN RECONIMENDATION 

Q. 

A. 

What is Staffs rate of return recommendation for Arizona Water? 

Staff recommends a ROR of 8.6 percent for Arizona Water, as shown in Schedule JMR-8 

and the following table: 

Table 8 

Weighted 
Weight Cost cost 

Long-term Debt 28.2% 8.46% 2.39% 
Short-term Debt 5.6% 4.0% 0.22% 
Common Equity 66.1% 9.0% 5.95% 
Cost of CapitaUROR 8.6% 

Financial Integrity 

Q. 

A. 

Will Staffs recommendation allow Arizona Water to maintain its financial integrity? 

Yes. Staffs ROR recommendation results in a pre-tax interest coverage ratio of 4.7, 

calculated in column F of Schedule JMR-8. Interest coverage is one of the determinants 

of a company’s bond rating - a higher ratio of earnings to interest results in a higher bond 

rating.17 According to Standard & Poors 2002 Corporate Ratings Criteria, the median 

interest coverage ratio for an ‘A’ rated U.S. electric 

for a water company) is 3.4.” 

Brealey, Richard, Stewart C.Myers. Principles of Corporate Finance. 
Standard & Poors 2002 Corporate Ratings Criteria. P. 54. 

utility (Staffs most available proxy 

1995. McGraw-Hill. New York. p. 671. 
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VI. CONIMENT ON THE DIRECT TESTIMONY OF CONIPANY WITNESS THOMAS 

M. ZEPP 

Q. 

A. 

Please summarize Dr. Zepp’s ROE recommendations, analyses, and estimates. 

Dr. Zepp recommends a 12.4 percent ROE. He calculates DCF estimates for a sample of 

water utilities and a sample of gas utilities. He also conducts three risk premium analyses 

based on water utilities and gas utilities. The average of all his equity cost estimates is 

11.2 percent.lg He argues that Arizona Water faces additional risk compared to larger, 

publicly traded utilities, so he recommends adding a 100 to 150 basis point risk premium 

to his results to amve at his final recommendation of 12.4 percent. 

Dr. Zepp’s DCF Estimates 

Q. 

A. 

Does Staff have any comments on Dr. Zepp’s DCF estimates? 

Yes, Staff has seven comments on Dr. Zepp’s DCF estimates: 

1. Staff disagrees with Dr. Zepp’s exclusion of Connecticut Water and Middlesex Water 

fiom his sample of water utilities. 

2. Staff disagrees with Dr. Zepp’s exclusion of Cascade Natural Gas and Southwest Gas 

fiom his sample of gas distribution utilities. 

3. Dr. Zepp’s conclusion that gas utilities and water utilities have approximately the same 

level of risk is incorrect. 

4. The use of a historical average dividend yield in the constant growth DCF formula is 

inappropriate and should not be given weight by the Commission. 

5.  Dr. Zepp’s calculation of projected near-tern earnings growth contains two errors. 

l9 Direct testimony of Thomas M. Zepp. Table 25.  

I 
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6. Dr. Zepp’s sole reliance on analysts’ forecasts of future growth is inappropriate and 

results in inflated cost of equity estimates. 

7. Dr. Zepp did not consider DPS growth in his DCF analysis. However, DPS growth is a 

fundamental component of a constant-growth DCF method such as Dr. Zepp uses. 

I discuss these seven points below. 

Sample Selection Problems 

Q. 

A. 

Q. 

A. 

Explain how Dr. Zepp’s exclusion of Connecticut Water and Middlesex Water from 

his sample of water utilities is inappropriate. 

Dr. Zepp’s exclusion of Connecticut Water and Middlesex Water from his sample of 

water utilities is inappropriate because he provides no sound basis for excluding them. 

According to Dr. Zepp, Connecticut Water and Middlesex Water “have experienced 

increases in common stock prices that are substantially above the increases in prices for 

other water utility stocks and thus appear to be acquisition or merger candidates.” (See 

direct testimony of Thomas M. Zepp, p. 10 at 19-21.) 

Why would it be difficult to estimate the cost of equity usin, (J the DCF method if 

acquisition targets were included in the sample? 

If a company is expected to be acquired at a premium, investors will bid the price of its 

stock up (and its dividend yeld down) and the DCF method could understate the cost of 

equity. 
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January 2001 through April 2003. As Chart 3 shows, one cannot reasonably draw the 

conclusion that Connecticut Water (CTWS) and Middlesex Water (MSEX) are acquisition 

targets based solely on their stock By contrast, Amencan Water Works ( A m )  

experienced substantial increases in its stock price in anticipation of its acquisition in 

January 2003, by RWE, AG, a German conglomerate. 

S Chart 3: Indexed R 
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Q. Have Connecticut Water and Middlesex Water experienced increases in common 

stock prices that are substantially above the increases in prices for the other Value 

Line water utilities? 

No. *L. In Chart 3 I have indexed the stock prices of the Value Line water utilities for 

150 - 
160 - 

140 - 

12D - 

.loo - 

60 - 

BO -4 

I 

J an41 JUCO? Jan42 JUJ-02 Jan-03 

Q. Does Dr. Zepp offer any evidence such as press releases, announcements, or news 

articles that would suggest Connecticut Water and Middlesex Water, specifically, are 

acquisition targets? 

A. No. Dr. Zepp only offers his opinion. Regardless of such information, stock prices do not 

appear to have been bid up to make DCF estimates underestimate the cost of equity. 

' O  Chart 3 shows what $100 invested in each of the Vcllue Line water utilities in January 2001 would be worth as of 
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2. Why does Staff disagree with Dr. Zepp’s exclusion of Cascade Natural Gas and 

Southwest Gas from his sample of gas distribution utilities? 

Staff disagrees with Dr. Zepp’s exclusion of Cascade Natural Gas and Southwest Gas 

from his sample of gas utilities based on their medium-grade bond ratings. Bonds rated 

Baa (medium-grade) or above, are known as investment-grade securitiesY2’ and are 

therefore included in Staffs sample of gas utilities. 

i. 

Risk Comparison Problem 

Why is Dr. Zepp’s conclusion that gas utilities and water utilities have approximately 

the same level of risk incorrect? 

Dr. Zepp’s conclusion that gas utilities and water utilities have approximately the same 

level of risk is incorrect because the average beta for the sample gas companies is .69, 

whereas the average beta for the sample water companies is .59,22 Looking at the more 

relevant unadjusted betas, the difference is even more p r ~ n o u n c e d . ~ ~  The average 

unadjusted beta for the sample gas companies is .5 1 , while the average unadjusted beta for 

the sample water companies is .36.24 Therefore, according to standard corporate finance 

principles, the sample gas companies are riskier in terms of market risk. Based on Staffs 

O M  analysis, the cost of equity to the sample gas companies is approximately 100 basis 

A. 

I’ Brealey, Richard A., Stewart C. Myers. Principles of Comorate Finance. 1988. McGraw-Hill. New York. P. 563. 
22 See Column F of Schedule JMR-5 and Column F of Schedule JMR-16. 

Betas published by Value Line have been “adjusted” for their long-term tendency to converge toward 1 .OO. The 
adjustment process pushes high betas down toward 1.0 and low betas up toward 1.0. 
’‘ See Column G of Schedule JMR-5 and Column G of Schedule JMR-16. 

23 
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2. 

A. 

points higher than the cost of equity to the sample water companies, based on the 

difference in market risk. 

Are Dr. Zepp’s final cost of equity estimates consistent with his testimony that “the 

average risk for the gas utilities sample is approximately the same as the average risk 

for the water utilities sample?” (See direct testimony of Thomas M. Zepp. P. 35 at 7 

- 9.) 

No. First, Dr. Zepp asszmes that “the average risk for the gas utilities sample is 

approximately the same as the average risk for the water utilities sample.” (See direct 

testimony of Thomas M. Zepp. P. 35 at 7 - 9.) Then, he implicitly assumes that gas 

utilities are riskier than water utilities by adjusting his estimates of the cost of equity to the 

gas utilities downward by 50 basis points. However, his adjustment is too small and 

appears to be arbitrary. As I stated previously, based on Staffs CAPM analysis, the cost 

of equity to the sample gas companies is approximately 100 basis points higher than the 

cost of equity to the sample water companies, based on the difference in market risk. 

Q. Explain how Dr. Zepp’s DCF estimates based on 3-month and 12-month average 

stock prices are inappropriate. 

Dr. Zepp’s DCF estimates based on 3-month and 12-month average stock prices are 

inappropriate because only the most recent spot stock price is relevant. The expected 

dividend yield requires the most recent spot stock price in the denominator of the 

calculation (DI/Po). Professor Myron Gordon, the father of modem DCF analysis advises: 

A. 
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The term for dividend yield in the Eq. [ 11 expression for a share’s 
yield is the forecast dividend for the coming period, D,, divided by 
the current price, PO. The value assigned to PO should be the price 
of the share at the time the share yield is being estimated. The 
rationale for using the current price is that at each point in time it 
reflects all the information available to a company’s investors 
regarding future dividends.25 

The most recent stock price is the only appropriate price to use in the denominator of the 

DCF equation in order to maintain consistency with the efficient markets hypothesis, a 

crux of modern corporate finance theory. 

Q. Can Staff cite any further support for the use of a spot yield rather than a historical 

aver age? 

Yes. The tendency of some analysts to violate financial principles and use a historical 

average dividend yield was the focus of a February 1, 1996, article in Public Utilities 

A. 

Fortnightly: 

To the extent that prior yields form a reference point for 
expectations of future yields, the information content of historic 
yields is already included in the current spot yield. Thus, to average 
the historic yield with the spot yield simply double counts any 
relevant historic information and leads us away from rather than 
toward the actual future yield. 

Note also that by averaging historical data we introduce more 
distant data into the analysis. This forces us to put less weight on 
the current spot yield, so that we can consider yields estimated in a 
period where market participants knew less about next year than 
they do today. This simply does not make sense.26 

25 Testimony of professors Myron J. Gordon and Lawrence I. Gould, consultant to the Trial Staff (Common Camer 
Bureau), FCC Docket 79-63, p. 63. 
I6 Kihm, Steven G. “The Superionty of Spot Yields in Estimating Cost of Capital.” Public Utilities Fortnrghtly. 
February 1, 1996. pp. 42-45. 
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utility industry instead of averaging the available near-term earnings growth 

forecasts for each firm in the sample is inappropriate. 

Relying on the near-term earnings growth forecast for the entire water utility industry 

instead of averaging the available near-term earnings growth forecasts for each firm in the 

sample is inappropriate because it creates a mismatch between the expected dividend 

growth rate and the expected dividend yield. Applying the expected dividend growth rate 

for one group of companies to the expected dividend yield of another group when the first 

group may have increased its retention rate (reduced its payout ratio) will result in a 

A. 

'' Application of Black Mountain Gas Company. Docket No. G-03703A-01-0263. 

Has the Commission ruled on the use of spot market data in estimatin, * the cost of 

capital? 

Yes. In Decision No. 64727, dated April 17, 2002, the Commission agreed with Staffs 

use of spot market data in estimating the cost of debt and eq~i ty .~ '  

irowth Calculation Problem 

!. Are there any errors in Dr. Zepp's calculation of projected near-term earnings 

growth? 

L. Yes, there are two errors. First, according to his Table 15, Dr. Zepp relies on First Call's 

near-term earnings growth forecast for the entire water utility industry rather than 
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1 meaningless cost of equity estimate. The following figure shows how a mismatch of this 
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Figure 1 shows 

10 percent for 

Company B 

cost of equity estimates for two companies. The cost of equity estimate is 

each company. However, as shown in the diagram, Company B has 

increased its growth rate by increasing its retention ratio (and reducing is payout ratio, 

hence the lower dividend yield).28 As shown in Figure 1, even though both companies 

may be in the same industry and have the same required return, adding the expected 

dividend growth rate of Company B to the expected dividend yield of Company A will 

result in a meaningless cost of equity estimate. 

In order to match his estimate of the expected dividend yield with his estimate of expected 

dividend growth, Dr. Zepp should have used an average of the available First Cull near- 

'' Reilly, Frank K., Keith C. Brown. Investment Analysis and Portfolio Management. South-Westem. 2003. 
Mason, OH, pp.. 399-400. 
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term earnings growth forecasts for each firm in his sample when estimating projected 

near-term earnings growth. This growth rate is lower than First Call’s near-term earnings 

growth forecast for the entire water utility industry. 

Forecasted Growth Problem 

). Explain how Dr. Zepp’s exclusive reliance on analysts’ forecasts of near-term 

earnings growth is inappropriate to forecast DPS growth and results in inflated cost 

of equity estimates. 

I. Dr. Zepp’s exclusive reliance on analysts’ forecasts of near-term earnings growth in his 

DCF analysis is inappropriate because it assumes that investors do not look at other 

information such as past dividend growth. 

Q.  How do you respond to Dr. Zepp’s statement that, “TO the extent that past DPS and 

EPS growth provide an indication of future growth prospects, I assume analysts have 

taken such past information into account when they formed their forecasts of the 

future?” (See direct testimony of Thomas M. Zepp. Page 28 at 7-9.) 
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A. While I agree that professional analysts may have considered past growth in their 

forecasts, the appropriate growth rate to use in the DCF formula is the dividend growth 

rate expected by investors, not analysts. Therefore, the reasonable assumption that 

investors rely, to some extent, on past growth in addition to analysts’ forecasts, warrants 

consideration of both. 

Q.  On page 28, footnote 5, of his direct testimony Dr. Zepp cites a study conducted by 

David A. Gordon, Myron J. Gordon and Lawrence I. G ~ u l d ~ ~  (“GG&G”), which he 

claims supports the exclusive use of analysts forecasts in the DCF model. How do 

you respond? 

I have reviewed the article and found that GG&G do not conclude that investors ignore 

past growth when pricing stocks. Therefore, the GG&G article does not support the 

exclusive use of analysts’ forecasts in the DCF model. 

A. 

Q. In light of his participation in the GG&G study, does Professor Myron Gordon 

advocate the exclusive reliance on analysts’ forecasts in his DCF model? 

A. No. Subsequent to the GG&G study, Professor Gordon provided the keynote address at 

the 30th Financial Forum of the Society of Utility and Regulatory Financial Analysts, in 

which he stated: 

I understand that companies coming before regulatory agencies 
liked and advocated the high growth rates in security analyst 

29 Gordon, David A., Myron J. Gordon, Lawrence I. Gould. “Choice Among Methods of Estimating Share Yield.’‘ 
The Journal of Portfolio Management. Spring 1989. pp. 50-55. 
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forecasts for amving at their cost of equity capital. Instead of 
rejecting these forecasts, I understand that FERC and other 
regulatory agencies have decided to compromise with them. In 
particular, in arriving at the cost of equity for company X, the 
FERC has decided to arrive at the growth rate in my dividend 
growth model by using an average of two growth rates. One is 
security analysts forecast of the short-term growth rate in earnings 
provided by IBES or Value Line and the other a more long run and 
typically lower figure such as the past growth in GNP. 

Such an average can be questioned on various grounds. However, 
my judgement is that between the short-term forecast alone and its 
average with the past growth rate in GNP, the latter may be a more 
reasonable figure.30 (emphasis added) 

Q. How does Dr. Zepp’s exclusive reliance on analysts’ earnings forecasts result in 

inflated cost of equity estimates? 

Dr. Zepp’s exclusive reliance on analysts’ earnings forecasts results in inflated cost of 

equity estimates because analysts’ earnings forecasts are known to be overly optimistic. 

To the extent that investors are aware of the bias in analysts’ projections of future 

earnings, they will make appropriate adjustments. 

A. 

Q.  Can you provide evidence to support your testimony that analysts’ forecasts of 

future earnings are high? 

j0 Gordon, M. J. Keynote Address at the 30” Financial Forum of the Society of Utility and Regulatory Financial 
Analysts. May 8, 1998. Transparency 3. 
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A. Yes. Many experts in the financial community have commented on biadover-optimism in 

Contrarian Investment Strategies: The Next Generation found that Value Line analysts I 
4 

5 

6 

were optimistic in their forecasts by 9 percent annually, on average for the 1987 - 1989 

period. Another study conducted by David Dreman found that between 1982 and 1997, 

analysts overestimated the growth of earnings of companies in the S&P 500 by 188 
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forecasts made by some of the most respected names in the investment business. The 

results showed that when compared with actual earnings growth rates, the five-year 

estimates of professiona analysts were worse than the predictions from several n a m  

forecasting models, such as the long-run rate of growth of national income. Professor 

Malkiel discusses the results of his study in the following quote from his book A Random I 
Walk Down Wall Street: 

When confronted with the poor record of their five-year growth 
estimates, the security analysts honestly, if sheepishly, admitted 
thatfive years ahead is really too far  in advance to make reliable 
projections. They protested that although long-term projections 
are admittedly important, they really ought to be judged on their 
ability to project earnings changes one year ahead. 

Believe it or not, it turned out that their one-year forecasts were 
even worse than their five-year projections. It was actually harder 

Investment Stratec 
Professors Myron 
Docket 79-63, p. 95. 
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for them to forecast one year ahead than to estimate long-run 
changes. 

The analysts fought back gamely. They complained that it was 
unfair to judge their performance on a wide cross section of 
industries, because earnings for electronics firms and various 
“cyclical” companies are notoriously hard to forecast. “Try tis on 
utilities, ” one analyst confidently asserted. So we tried it and they 
didn’t like it. Even the forecasts for the stable utilities were far  off 
the mark. Those the analysts confidently touted as high growers 
turned out to perform much the same CIS the utilities for which only 
low or moderate growth was predi~ted.’~ (emphasis added) 

Q. Are investors aware of the problems associated with analysts’ forecasts? 

Yes. In addition to books, numerous articles appearing in The Wall Street Journal and 

other publications have cast a negative light on research analysts and their forecasts.” 

One such article, entitled “Analysts: Still Coming Up Rosy” appeared in the January 27th, 

A. 

32 Malkiel. pp. 168-169. 
l3 See Brown, Ken. “Analysts: Still Corning Up Rosy.” The Wall Street Journal. January 27,2003. p. C1. Karmin, 
Craig. “Profit Forecasts Become Anybody’s Guess.” The Wall Street Journal. January 21,2003. p. C1. Gasparino, 
Charles. “Memll Lynch Investigation Widens.” The WaN Street Journal. April 11,2002. p. C4. Elstein, Aaron. 
“Earnings Estimates Are All Over the Map.” The Wall Street Journal. August 2, 2001. p. C1. Dreman, David. 
“Don’t Count on those Earnings Forecasts.” Forbes. January 26, 1998. p. 110. 
34 Brown. p. Ci 
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Yes. Dr. Zepp’s failure to consider DPS growth in his DCF analysis assumes that 

investors ignore DPS growth when pricing stocks. In the DCF model, the price of a 

security is the discounted value of cash flows received by the investor. Equity investors 

receive dividends, not earnings. According to Wharton School finance Professor Jeremy 

Siegel: 

Note that the price of the stock is always equal to the present value 
of all future dividends and not the present value of future earnings. 
Earnings not paid to investors can have value only if they are paid 
as dividends or other cash disbursements at a later date. Valuing 
stock as the present discounted value of future earnings is 
manifestly wrong and greatly overstates the value of the firm.36 
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Q .  

A. 

2. 

4. 

Can you identify any other problems with relying exclusively on analysts’ forecasts? 

Yes. Another problem with relying exclusively on analysts’ forecasts and ignoring past 

growth is that the results are entirely dependant on the source of the particular forecast. 

For example, Dr. Zepp uses data from First Call and Value Line to estimate projected 

near-term earnings growth. His estimate is 7.0 per~ent.’~ However, Z a c h  Investment 

Research, which is readily available, projects an average near-term earnings growth rate 

of 5.5 percent for the companies in Dr. Zepp’s sample. 

Should Dr. Zepp have considered DPS growth in his DCF analysis? 

Q. Has Dr. Zepp agreed with Staffs assumption that investors would look at DPS as 

well as EPS? 

His estimate becomes 7.2 percent after correcting the errors discussed in the previous subsection. 
Siegel. P. 93. 56 
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4. Yes. In a 1999 Oregon proceeding, when asked if investors preferred DPS growth or EPS 

gowth, Dr. Zepp testified: 

According to me, investors would look at both, but this particular 
testimony here refers to your testimony, in which you didn’t look 
at earnings per share growth. And my point is, if you’re only 
going to look at one - in my view, if you were only going to look 
at one, investors would look at earnings per share growth. That’s 
the testimony, and I still stand by that testimony, but as I’ve stated, 
I would look at both.37 (emphasis added) 

Additionally, Dr. Zepp testified in the same proceeding: 

Investors would examine past and forecasted growth in earnings 
per share (“EPS”), dividends per share (“DPS”) and other trends 
that provide indications about what future growth would be.38 

Therefore, based on his own testimony in a previous proceeding, Dr. Zepp should have 

considered DPS growth in his DCF analysis. 

Q. Can you cite any other cost of equity studies for water utilities where Dr. Zepp relied 

on historical DPS growth? 

A. Yes. In Table 8 of his direct testimony, Dr. Zepp calculates cost of equity estimates for 

four California water utilities. In estimating constant dividend growth, Dr. Zepp averages 

past DPS growth, EPS growth, and sustainable growth. 

j7 Sworn Testimony of Dr. Thomas M. Zepp, dated January 21, 1999. Before the Public Utility Commission of 
Oregon. Docket UM 903. p. 9 at 19 - 25 and p. 10 at 1 - 3. ’* Rebuttal Testlmony of Thomas M. Zepp, dated December 17, 1998. Before the Public Utility Commission of 
Oregon. Docket UM 903. p. 17 at 12-14. 
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Dr. Zepp’s Risk Premium Estimates 

Q. 

A. 

Please describe Dr. Zepp’s “risk premium” analysis. 

Dr. Zepp examines the difference between the returns on proxies for Arizona Water and 

Baa corporate bond yields. He performed three studies and calculated three ranges of risk 

premia. He then adds these risk premia to a range of consensus forecasts of the Baa 

corporate bond rate compiled by Blue Chip Financial Forecasts. 

Q. In general, is Dr. Zepp’s “risk premium” method valid to estimate Arizona Water’s 

cost of equity? 

No. Dr. Zepp’s risk premium method is not valid to estimate Arizona Water’s cost of 

equity because it relies on forecasts of the Baa corporate bond rate. The Commission 

should not rely on forecasts of interest rates. Analysts who forecast fkture rates do not 

have any more information about the future than what is already reflected in the current 

rate. Analysts’ tendency to be wrong in their forecasts of future interest rates is illustrated 

in Chart 4. The graph shows Blue Chip Financial Forecasts consensus forecasts of the 

Aaa corporate bond rate versus the actual rate: 

A. 

Chart 4 A c t M  Y S  Pmject& Aaa Bonds 
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An examination of Dr. Zepp’s own risk premium analysis shows how bad professional 

analysts are at predicting future interest rates. For example, Dr. Zepp relies on a range of 

consensus forecasts of the Baa bond rate compiled by BZue Chip Financial Forecasts in 

December 2001 for the period 2003 to 2004. This range averages 8.10 percent. As of 

May 2, 2003, the Baa corporate bond rate was 6.68 percent - a difference of 142 basis May 2, 2003, the Baa corporate bond rate was 6.68 percent - a difference of 142 basis 

points. points. 

Relying on interest rate forecasts unnecessarily introduces forecasting error into cost of 

capital calculation, as well as estimation error. Cost of capital estimation errors should be 

minimized, not enlarged. 

While we know something about many of the factors that 
determine interest rates (money supply, the demand for loanable 
h d s ,  etc.) little evidence exists to suggest these factors can be 
predicted with enough accuracy to successfully predict the rates.39 

Q.  

A. 

Does Staff have any other general concerns about Dr. Zepp’s risk premium method? 

Yes. First, while the risk premium approach is based on a general rule of thumb that 

common stocks are riskier than bonds, the Commission should primarily rely on cost of 

equity models developed in the corporate finance literature rather than on rules of thumb, 

to the greatest extent possible. I recommend that the Commission rely on the CAPM 

rather than Dr. Zepp’s “risk premium” method. The CAPM was developed by Nobel 

j9 Jacob, Nancy L., R. Richardson Pettit. Investments. Irwin. Homewood, Ill. 1988. p. 499. 
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Prize winning economists and is the most popular method of estimating the cost of equity 

among CFOS.“ 

3 

4 

Third, Staff has general concerns about the use of a corporate bond rate to imply equity 

Second, in his first two studies Dr. Zepp assumes that ROES authorized by regulatory 

5 

6 

7 

8 
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10 

11 

‘O Graham, John R., Campbel R. Harvey. pp. 187-243. 

I‘  Weston, J. Fred, Thomas E. Copeland. Managerial Finance. The Dryden Press. 1986. Chicago. pp. 434 - 435. 

commissions provide “unbiased estimates of the cost of equity facing utilities at different 

points in time.” (See direct testimony of Thomas M. Zepp. p. 38 at 3-4.) This is 

problematic because the capital markets determine the cost of equity, not regulatory 

commissions. Further, this Commission has no way of knowing how these other cases 

were resolved. Allowed returns often reflect various incentives and disincentives put into 

place by each state commission for various purposes which likely do not, and would not, 

apply to Arizona Water. This Commission cannot rely on previously authorized ROE’S 

20 
21 
22 
23 
24 
25 
26 

University of Toronto states the following: 

As for the premium over long term A bond yields, it has to be 
pointed out here that corporate bonds are default risky. The 
maximum return you can get from a corporate bond held to 
maturity is the yield to maturity. Since corporate bonds are default 
risky, the investor’s expected rate of return is significantly lower 
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than the yield to maturity. As a result, the yield to maturity on a 
corporate bond is not an estimate of the investor’s required rate of 
return, and cannot be meaningfully compared to the [cost of 
equity]. Only the yield to maturity on a default free government 
bond is an estimate of a required rate of return, similar to the [cost 
of equity]. This is why all risk comparisons should be to 
government default free bonds, otherwise you mix apples and 
oranges.42 (emphasis added) 

Finally, Staff has serious concerns regarding Dr. Zepp’s choice of the Baa rated corporate 

bond rate to calculate his risk premia. This is because risk premiums for securities can 

change over time.43 Chart 5 shows the spread between the yields to maturity for Aaa-rated 

corporate bonds and Baa-rated corporate bonds from 1974 through the present. The 

spread shown in Chart 5 is a measure of the risk premium for investing in higher-risk Baa- 

rated corporate bonds over low-risk Aaa-rated corporate bonds. Chart 5 supports the 

statement above that one cannot use corporate bonds to imply meaningful equity risk 

premiums because the default risk for corporate bonds can change significantly over time. 

42 Booth, Laurence. “The Importance of Market-to-Book Ratios in Regulation.” NRRI Quarterly Bulletin. Winter 
1997. pp. 415 - 425. 
43 Reilly, Frank K., Keith C. Brown. Investment Analysls and Portfolio Management. South-Westem. 2003. 
Mason, OH. p. 394. 
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Dr. Zepp’s First Risk Premium Study 

What is Dr. Zepp’s first study? 

Dr. Zepp’s first study is based on the difference between past accounting returns on equity 

to some undefined sample of companies “comparable” to San Gabriel Valley Water 

Company compiled by the staff of the California Public Utilities Commission (“CPUC”) 

and Baa corporate bond rates. Dr. Zepp’s first study also relies on data from C.A. Turner 

Utility Reports (“C.A. Turner”), and assumes that (1) authorized ROE’s equal the cost of 

equity, and (2) the companies have earned 40 basis points less than their authorized 

ROE’s, and adjusts his risk premia upward on this assumption. His risk premia estimates 

are 3.21 percent and 3.33 percent. 

Q. 

i. 

Q. 

A. 

Does Staff have any specific concerns regarding Dr. Zepp’s first study? 

Yes. Dr. Zepp has failed to confirm in his testimony or in his work papers that the 

companies used by the CPUC staff to calculate accounting returns on equity are (1) all 

water companies or comparable in risk to Arizona Water, (2) the same, or even 

comparable in risk, to the companies generating the C.A. Turner data, or (3) that they have 

earned less than their authorized ROE’s. 

- 

Dr. Zepp’s Second Risk Premium Study 

Q.  What is Dr. Zepp’s second study? 

A. Dr. Zepp’s second study relies on previously authorized ROES for gas utilities to compute 

a “risk premium” above the Baa corporate bond rate. His risk premia estimates under this 

approach are 3.27 percent and 3.37 percent. 
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Is Dr. Zepp’s second study appropriate? 

No. The Commission should not rely on Dr. Zepp’s second study for the reasons stated 

above with respect to authorized ROES granted by other commissions in other 

jurisdictions. Further, Dr. Zepp has not shown that the companies used in his second risk 

premium study are comparable in risk to Arizona Water, or are water utilities at all. 

It-. Zepp‘s Third Risk Premium Study 

!. What is Dr. Zepp’s third study? 

i. Dr. Zepp’s third study examines the difference between istorical returns for M ody’s gas 

4d Sample average raw O.L.S. betas from a sample of nine local distrlbution companies, calculated at the Public 
Utility Commisslon of Oregon. 
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Baa-rated utility bonds have perfonned in the same manner. Interest rates for Baa rated 

utility bonds are lower today than they were in every year since 1967. See the following 

graph: 

18% 1 

Schedule JMX-19 shows actual Baa corporate and utility bond yields for 1967 to 2003. 

These low Baa bond yields are consistent with the currently low costs of capital. 

Q. Does Dr. Zepp’s testimony on the Baa corporate bond rate support a cost of equity 

for water utilities that is significantly below 9.0 percent? 

Yes. In Table 8 of his direct testimony Dr. Zepp calculates DCF cost of equity estimates 

for four California Class-A water utilities. Dr. Zepp’s cost of equity estimates for these 

water utilities for the year 1997 averages 9.0 percent. The Baa corporate bond rate was 

7.87 percent in 1997. The Baa corporate bond rate is currently 6.68 percent.45 Therefore, 

assuming there were a meaningful relationship between corporate bonds and the cost of 

equity, Dr. Zepp’s own testimony in this proceeding supports a current cost of equity for 

water utilities below 9.0 percent, relative to past years. 

A. 

- 

45 See Schedule JMR-19 
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Dr. Zepp’s Testimony on the Market-to-Book Ratio 

Q. On page 30 of his direct testimony Dr. Zepp rebuts testimony you gave in a previous 

proceeding46 in which you stated that the financial implication of a market-to-book 

ratio greater than 1.0 is that investors expect the utility to earn book returns on 

equity greater than its cost of equity. (See direct testimony of Thomas M. Zepp. p. 

30 at 20 - 24 and 31 at 1 - 13.) Dr. Zepp characterizes the above implication as a 

“nalve arithmetic model” and offers several reasons for the market-to-book ratio of a 

regulated utility to be above 1.0. Please comment. 

As I stated in the testimony cited by Dr. Zepp and in Section I11 of this testimony, rate 

orders do not force market-to-book ratios to 1.0 for a variety of reasons. However, the 

fact that market-to-book ratios for regulated companies may be above 1.0 for any of the 

reasons cited by Dr. Zepp or myself does not mean that this basic proposition in finance is 

wrong. In the article cited in footnote 42, Professor Booth recognizes different reasons for 

A. 

the market-to-book ratio of a regulated utility to be above 1 .O. Professor Booth also states 

the following: 

Theoretically, there is no question whatsoever that a market-to- 
book ratio of 1.50 indicates that the [cost of equity] is less than the 
[allowed rate of return on equity], we have never even come across 
a company witness who would disagree with that p r o p ~ s i t i o n . ~ ~  
(emphasis added) 

Q. Does inclusion of the stock financing (YS) growth term in your DCF analysis moot the 

market-to-book ratio issue? 

46 See direct testimony of Joel M. Reiker. Docket No. W-02025A-01-0559. p. 14 at 16-18. 
4’ Professor Booth is a colleague of Myron Gordon, who has been characterized in this testimony as the father of 
modem DCF analysis. 
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\. Yes. Staff included the vs growth term in its intrinsic growth rate calculation to account 

for the assumption that the average market-to-book ratio for the sample water companies 

is expected to remain above 1 .O. 

Dr. Zepp’s 100 to 150 Basis Point Risk Addition 

Q.  Do you recommend the Commission adopt Dr. Zepp’s 100 to 150 basis point risk 

addition? 

No. I recommend that the Commission reject Dr. Zepp’s 100 to 150 basis point risk 

addition. Dr. Zepp justifies his risk addition based on four so-called additional risk 

factors: (1) bond placement, (2) use of an historical test year, (3) Environmental 

Protection Agency (“EPA’’) requirements, (4) potential disallowances, and ( 5 )  size. I deal 

with each of these so-called risk factors in turn, and I show that they do not, or have not 

been shown to affect the cost of equity. 

A. 

Bond Placement 

Q. On page 21 of his direct testimony Dr. Zepp claims that Arizona Water faces 

additional risks because “traditional lenders were no longer interested in purchasing 

bonds in amounts less than $20 million, and in general, were now focusing on buying 

issues of $50 million or  more.” Has the Company issued bonds in an amount less 

than $20 million in the past few years? 

Yes, it has. On April 30, 2001, the Company filed a certificate of compliance with Staff, 

indicating that on April 12, 2001, it had issued and sold $15 million of newly authorized 

general mortgage bonds to Pacific Life & Annuity Company. Therefore, Dr. Zepp’s claim 

is incorrect. 

A. 
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2. Even if the Company did face this unique risk of bond placement would equity 

investors expect to be rewarded for it? 

No. Even if Arizona Water did face this unique risk of bond placement, it would not 

affect its cost of equity. Unsystematic (unique) risk is not priced by the market.48 

4. 

Historical Test Year 

Q. On page 13 of his direct testimony Dr. Zepp asserts that Arizona Water faces more 

risk than the utilities in his sample because it has rates based on an historical test 

year, with limited ability to make post test year adjustments. Is equity risk related to 

test year conventions? 

No. The test year convention does not affect risk. Test years are the vehicle to determine 

average costs and tariffs. Business risk is mainly related to consumption, whch is 

independent of the test year convention. 

A. 

Q. Has the Commission ever granted an equity premium to account for its use of a 

historical test year? 

No. To my knowledge, the Commission has never granted a ROE premium to account for 

its use of a historical test year. The Commission should not grant an equity premium to 

account for a historical test year in this case either. 

A. 

Q. Even if Staff did not make post test-year adjustments, would the use of a historical 

test year affect Arizona Water's cost of equity? 

'' Weston, J. Fred, Thomas E. Copeland. Managerial Finance. 1986. Dryden Press, Chicago. p. 415. 
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A. No. The relevant risk measure of any asset, including Arizona Water’s common equity, is 

its covariance with the market portfolio.49 Dr. Zepp has failed to show correlation 

between the use of a historical test year and the market portfolio. Therefore, even if Staff 

did not make reasonable post test year adjustments, the use of a historical test year would 

not affect Arizona Water’s systematic risk, the only form of risk relevant to the cost of 

equity. Dr. Zepp essentially proposes that the Commission give free money to every 

company its sets rates for, at the expense of Arizona consumers. 

EPA Requirements 

Q. Dr. Zepp claims that Arizona Water faces new risks related to EPA requirements to 

remove arsenic from water supplies. Do any of the risks Dr. Zepp claims Arizona 

Water faces as a result of a new arsenic standard affect its systematic risk, the only 

form of risk that affects the cost of equity? 

No. To the extent that any risk related to EPA requirements is unique to Arizona Water, it 

would not be priced by the market. The market does not price the unique risk of 

A. 

securities.” 

Q. 

A. 

What are the implications of the EPA requirements for Arizona Water? 

The EPA requirements mean that, at some point in the future, Arizona Water will have to 

add rate base. However, this growth in the Company’s assets is quite simply growth, not 

risk. Dr. Zepp seems to be arguing that bigger is riskier and that smaller is riskier. 

49 Reilly, Frank K., Keith C. Brown. Investment Analysis & Portfolio iVlanao,ement. 2003. South-Westem. Mason, 
OH. p.248. 

Weston, J. Fred, Thomas E. Copeland. P. 435. 50 
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Q. 

A. 

Has the Commission agreed with Staff on this issue? 

Yes. In Arizona Water’s last rate case the Commission stated in Decision No. 64282, 

dated December 28,2001: 

We do not agree with the Company’s proposal to assign a risk 
premium to Arizona Water based on ... the United States 
Environmental Protection Agency’s (“EPA”) proposed revision to 
the arsenic drinking water standards. 

With respect to the EPA’s standards, we note that all water 
companies will be affected by the new rules and we do not believe 
that the arsenic standards should be used to attach a higher level of 
risk to Arizona Water. 

The Commission should make the same finding in this Arizona Water rate case. 

Potential Disallowances 

Q. On page 14 of his direct testimony Dr. Zepp states that the Commission “excluded 

from rate base $1.8 million of non-revenue producing plant that was completed and 

in-service 9 months before the decision.” (See direct testimony of Thomas M. Zepp 

p. 14 at 1 - 4.) Would potential rate base disallowances increase Arizona Water’s 

systematic risk relative to the sample companies? 

No. Dr. Zepp has failed to show how potential rate base disallowances would increase 

Arizona Water’s beta risk relative to the sample companies. All of the sample water 

companies presumably face the risk of potential disallowances. Therefore, to the extent 

that it covaries with the market portfolio at all, it is accounted for in Staffs market-based 

analyses. 

A. 

Q. Have any regulatory agencies addressed the issue of rate base disallowances? 
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. Yes. In Docket No. 89-624 the FCC stated the following: 

Moreover, contrary to Ameritech’s position, we are not required to 
allow a return on all prudently invested capital. See Duquesne 
Light Co. v. Barasch, 109 S. Ct. 609 (1989). Rather, we must 
assure only that the “end result” of our ratemaking decisions is not 
confiscatory. [FN193] Id., 109 S. Ct. at 619-19. Nothing in the 
Constitution or in the Communications Act requires the agency to 
adjust the prescribed rate of return to take into account the 
agency’s policies regarding rate base disallowances. 

Dr. Zepp never shows that the end result of potential disallowances increases systematic 

risk any more than a normal business suffering a loss. 

A. Yes. In Arizona Water’s last rate case the Commission said the following in Decision No. 

64282: 

We do not agree with the Company’s proposal to assign a risk 
premium to Arizona Water based on its size relative to the other 
publicly traded water utilities.. . 

Additionally, in Decision No. 64727 (Black Mountain Gas Company), dated April 17, 

2002, the Commission agreed with Staffs position that “the ‘firm size phenomenon’ does 

not exist for regulated utilities, and that therefore there is no need to adjust for risk for 

small firm size in utility rate regulation.” 
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1. Is Dr. Zepp correct in his claim that Arizona Water’s small size compared to the 

publicly traded water companies in his sample warrants an additional return? 

No. Several studies have investigated the “firm size phenomenon” - the observation that 

smaller publicly traded companies have historically earned higher returns than larger 

companies. One study cited by Dr. Zepp on page 19 of his direct testimony is published 

by Ibbotson Associates in its annual yearbook: Stocks, Bonds, Bills, and Inflation. 

Chapter 7 of the Ibbotson Associates yearbook discusses the firm size phenomenon. On 

average, small companies experienced higher returns than large ones over the 1926 to 

2001 period. However, the Ibbotson Associates study examines the entire universe of 

New York Stock Exchange (“NYSE”), American Stock Exchange (“AMEX”), and 

NASDAQ listed securities and is not specific to the public utility industry. 

L. 

Q. Can Staff cite any studies that have focused on the public utility industry and are 

uniquely helpful to regulators? 

Yes. In 1993 the Journal of the Midwest Finance Association published a study by Annie 

Wong (“Wong study”) that examined whether the firm size phenomenon exists in the 

public utility industry. 

A. 

I 

, 
19 11 Q. 

A. 

What did the Wong study conclude? 

The Wong study concluded that a firm size risk factor may be required for industrial firms 

but not for utilities: 

The objective of this study is to examine if the size effect exists in 
the utility industry. After controlling for equity values, there is 
some weak evidence that firm size is a missing factor from the 
CAPM for the industrial but not for the utility stocks. This implies 
that although the size phenomenon has been strongly documented 
for the industrials, the findings suggest that there is no need to 
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adjust for  the firm szze in utili9 rate replations.” 
added) 

(emphasis 

2. 
L\. 

To what did the Wong study attribute the irrelevance of size in the utility industry? 

The study cites the monopolistic power and regulated financial structure of utilities as the 

main reasons: 

First, given firm size, utility stocks are consistently less risky than 
industrial stocks. Second, industrial betas tend to decrease with 
firm size but utility betas do not. These findings may be attributed 
to the fact that all public utilities operate in an environment with 
regional monopolistic power and regulated financial structure. As 
a result, the business andfinancial r i s k  are very similar among 
the utilities regardless of their sizes. Therefore, utility betas would 
not necessarily be expected to be related to firm size. (emphasis 
added) 

Q. Are there other possible reasons in addition to the above for the absence of a firm 

sue phenomenon in the utility industry? 

Yes. One interesting fact regarding the firm size phenomenon reported by Ibbotson 

Associates is that “virtually all of the small stock effect occurs in January.”52 This 

becomes important when one considers the firm size phenomenon in conjunction with the 

“January effect” - historically higher stock returns during the first few days of January. 

Professor Burton Malkiel of Princeton University provides one possible explanation for 

the “January effect”. 

A. 

One possible explanation for a “January effect” is that tax effects 
are at work. Some investors may sell securities at the end of the 
calendar year to establish short-term capital losses for income-tax 
purposes. If this selling pressure depresses stock prices before the 

’’ Wong, Annie. “Utility Stocks and the Size Effect: An Empirical Analysis.” Journal ofthe Midwest Finance 
Associatzon. 1993. pp. 95 - 101. 

136. 
Stocks Bonds Bills and Inflation 2002 Yearbook: Market Results for 1926 - 2001. Ibbotson Associates. 2002. p. 
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end of the year, it would seem reasonable that the bounce-back 
during the first week in January could create abnormal returns 
during that period. Although this effect could be applicable for all 
stocks, it would be larger for smallfirms because stocks of small 
companies are more volatile and less likely to be in the portfolios 
of tax-exempt institutional investors and pension 

Most public utilities “have returns which do not vary a great deal over time”54 and are 

therefore less volatile than average s e c ~ r i t i e s . ~ ~  Therefore, based on Professor Malkiel’s 

possible explanation of the January effect, another reason the firm size phenomenon does 

not exist in the utility industry may exist. 

Q. On page 20 of his direct testimony Dr. Zepp cites a study conducted by CPUC Staff 

which he claims supports adding a size premium to Arizona Water’s ROE. Should 

the Commission rely on the CPUC Staff study? 

A. No. I reviewed the CPUC Staff study and found several problems with it. The 

Commission should not rely on the CPUC Staff study for the following reasons: 

1. The focus of the CPUC study is water utilities with fewer than 10,000 service 

connections. Arizona Water has approximately 60,000 customers. 

1. The focus of the CPUC study is water utilities with fewer than 10,000 service 

connections. Arizona Water has approximately 60,000 customers. 

2. The CPUC Study is outdated. The Staff report is dated June 10, 1991, and as of that 

date, the CPUC had not adopted simplified rate filings for water utilities since 1965 (p. 8). 

The CPUC Staff study was prompted by the financial and operational problems that were 

plaguing small water utilities in California at that time. The ACC has its own methods by 

which it addresses the problems of small water utilities. 

53 Malkiel. p. 248. 
54 Jacob, Nancy L., R. Richardson Petit. p. 187. 

This is evidenced by the average beta for utilities 55 
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3. The CPUC Staff completely ignored corporate financial principles by failing to show 

how any of the “explanatory variables” such as customer growth per year (p. 19), whch 

they conclude are the cause of smaller utilities’ higher risk, covary with the market or 

increase systematic risk, the only type of risk that affects the cost of equity. 

In addition to the above, the CPUC Staff draws the troubling conclusion that a utility’s 

own failure to file for a rate increase somehow increases risk (p. 30). This flies. in the face 

of modem corporate finance theory. Staff concludes that an educated review of the CPUC 

Staff report reveals an array of reasons for this Commission to reject it for use in Arizona. 

Q.  In footnote 3 to his direct testimony Dr. Zepp cites a CPUC order (“Park Water 

Order”) which supports his testimony on company size. Should the Commission rely 

on the Park Water Order? 

No. I reviewed the Park Water Order and much like the CPUC Staff study, I found 

several problems with it. The Commission should not rely on the Park Water Order 

because (1) the CPUC apparently relied on the Ibbotson Associates study (p. 3 1) discussed 

above, and (2) the CPUC considered numerous unsystematic risks which, according to 

modem portfolio theory, would not affect the cost of equity. 

A. 

In light of the problems associated with the CPUC Staff study and the Park Water order, I 

recommend that the Commission avoid following the CPUC with respect to the cost of 

capital. 
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2. On pages 20 - 21 and Table 8 of his direct testimony Dr. Zepp presents his own study 

(“Zepp study”) in which he calculates DCF estimates of the cost of equity to four 

California water utilities. The results of his “study” indicate that the smaller 

California water utilities had a cost of equity that was, on average, 99 basis points 

higher than the cost of equity to the larger California water utilities. Should the 

Commission rely on the Zepp study? 

No. The Commission should reject the Zepp study for three main reasons: A. 

1. Dr. Zepp did not perform the appropriate statistical test. Performing a standard 

statistical test known as a confidence interval shows that, with 95 percent confidence, it is 

plausible that the average difference between the cost of equity to larger and smaller water 

utilities is zero. Or, that the average cost of equity to larger water utilities is as much as 

78 basis points higher than the average cost of equity to smaller water utilities, based on 

the Zepp study. 

2. The only way Dr. Zepp can find his results statistically significant under his own 

statistical test is to use an unusually low confidence/significae level. 

3. Dr. Zepp conducted a one-tailed hypothesis test when he should have conducted a two- 

tailed test. 
I 

Q. Does a standard statistical test show no difference between the costs of equity to large 

and small water utilities, based on the Zepp study? 

Yes. Conducting a standard statistical test known as a confidence interval shows that the A. 

difference between the costs of equity to larger and smaller water utilities may actually be 
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Q. 

A. 

zero, based on the Zepp study. Additionally, a confidence interval based on the Zepp 

study shows that larger water utilities may have, on average, a higher cost of equity than 

smaller water utilities.56 Staffs confidence interval is shown in Exhibit JMR-1. 

On page 21 of his direct testimony Dr. Zepp states that “the t-statistic reported in 

Table 8 shows that, at a 90% level of confidence, the cost of equity for the smaller 

water utilities is statistically significantly higher than the cost of equity for the larger 

water utilities.” (See direct testimony of Thomas M. Zepp. p. 21 at 5 - 8.) Are Dr. 

Zepp’s results statistically significant at a common significance level? 

No, they are not. The only way Dr. Zepp can conclude that his results are statistically 

significant is to use an unusually low confidence/significance level.57 “The significance 

level is usually chosen in consideration of other factors that affect and are affected by it, 

like sample size, estimated size of the effect being tested, and consequences of making a 

mistake. Common signzficunce levels are.  05 ( I  chance in 20), . O l  (1 chance in IOO), and 

.001 ( I  chance in l,000).”58 Dr. Zepp chose an unusually low significance level of .1 (1 

chance in 10). For most purposes nothing poorer than a .05 level of significance is good 

enough.59 Had Dr. Zepp chosen a .05 level of significance (95% level of confidence) he 

s6 A confidence interval may be regarded as just a set of acceptable hypotheses. Exhibit JMR-1  shows Staffs 
codidence interval using data from the Zepp study. Using the sample mean difference in the costs of equity to larger 
and smaller water utilities of -0.99 percent, along with a 95 percent confidence level, the confidence interval shows 
that the population mean difference in the costs of equity to larger and smaller water utilities ranges from -2.76 
percent to 0.78 percent, based on the Zepp study (see Exhbit JMR-1). This means that any hypothesis that lies 
between -2.76 percent and 0.78 percent can be judged acceptable. Because 0.00 (zero) percent lies withm the 
confidence interval, the hypothesis that the population mean difference between the costs of equity to larger and 
smaller water utilities is actually zero cannot be rejected, based on the Zepp study. Additionally, the hypothesis that 
larger water utilities have, on average, a higher cost of equity (up to 78 basis points) than smaller water utilities 
cannot be rejected. 
57 The risk of committing a type 1 error (erroneously rejecting the null hypothesis) is called the significance level. A 
.05 significance level meam that there is a 1 chance in 20 of committing a type 1 error. 

Voelker, David H., Peter 2. Orton. Statistics, 1993. Cliffs. p. 78. 
Huff, Darrell. How to Lie with Statistics. 1954. Norton. p. 42. 59 
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would not be able to conclude that the cost of equity to the smaller water utilities was 

statistically significantly higher than the cost of equity to the larger water utilities during 

the period of his study. 

2. Should Dr. Zepp have conducted a two-tailed hypothesis test instead of a one-tailed 

test? 

Yes. Dr. Zepp conducted a one-tailed hypothesis test when he should have conducted a 

two-tailed test. “In practice, you should use a one-tailed test only when you have good 

4. 

reason to expect that the difference will be in a particular direction. A two-tailed test is 

more conservative than a one-tailed test - it takes a more extreme test statistic to reject the 

null hypothesis in a two-tailed test.7y60 

In reviewing the Zepp study, I would recommend that one take a “conservative” and 

unbiased approach to testing its significance: a two-tailed test. Further, by using a one- 

tailed test, Dr. Zepp is assuming that the average difference in the cost of equity to the two 

samples only goes in one direction. It is reasonable to assume, however, that the 

difference may be positive or negative. Dr. Zepp unreasonably presumed that a “small 

company risk premium” necessarily had to be positive. This lack of unbiasedness 

inappropriately influenced and prejudged his result. In other words, it appears he used a 

result-driven approach. Staff has shown in its confidence interval (constructed in Exhibit 

JMR-1) that the hypothesis that larger water utilities have, on average, a higher cost of 

equity (up to 78 basis points) than smaller water utilities cannot be rejected. 

60Voelker, David H., Peter 2. Orton. P. 75. 
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Had Dr. Zepp appropriately used a two-tailed test, even at the unusually low confidence 

level of 90 percent, he would have concluded that the difference between the costs of 

equity to the larger and smaller water utilities was not statisticaIly significantly different 

from zero. 

Q. 

4. 

Has the Commission previously reviewed the Zepp study? 

Yes. In Arizona Water’s last rate case6‘ Dr. Zepp submitted essentially the same study 

(“2000 Zepp study”) as evidence. However, the results were slightly different. 

Q. 

A. 

Please compare the 2000 Zepp study with the current Zepp study. 

Exhibit JMR-2 compares the 2000 Zepp study side-by-side with the current Zepp study. 

Both studies examine the same companies over the same time period and calculate the 

cost of equity in the same manner using the same average dividend yields. However, by 

changing the expected dividend growth calculation in the current study, Dr. Zepp has 

successfully lowered the standard deviation, and increased the statistical significance, of 

his results. This is yet another reason the Commission should not rely on the current Zepp 

study. According to Fischer Black, partner at Goldman, Sachs & Co. in New York: 

When a researcher tries many ways to do a study, including 
various combinations of explanatory factors, various periods, and 
various models, we often say he is “data mining.” If he reports 
only the more successful runs, we have a hard time interpreting 
any statistical analysis he does. We worry that he selected, from 
the many models tried, only the ones that seem to support his 
conclusions. With enough data mining, all the results that seem 
significant could be just accidental. (Lo and MacKinlay [1990] 
refer to this as “data snooping.” Less formally, we call it 
“hindsight .77)62 

Docket No. W-01445A-00-0962. Filed on November 22, 2000. 
62 Black, Fischer. “Beta and Return.” The Journal of Portfolio Management. Fall 1993. pp 8 - 9. 
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By calculating the expected dividend growth rate in a number of different ways, one can 

use such a “study” to support a wide range of small company “risk premiums”. 

). Based on the available evidence, should the Commission award Arizona Water a 

higher ROE based on its size? 

L No. 

3apital Structure Adjustment 

2. Does Dr. Zepp make an adjustment to his proposed ROE to account for the fact that 

Arizona Water’s financial risk is lower than his sample companies’ financial risk? 

No. The average capital structure of the companies used in Dr. Zepp’s analysis reflects 

greater financial risk compared to Arizona Water. Therefore, the companies used in Dr. 

Zepp’s analysis have a higher cost of equity than Arizona Water. Dr. Zepp’s ROE 

recommendation for Arizona Water should therefore be lower, rather than higher, than the 

sample companies. 

4. 

Dr. Zepp acknowledges this financial concept in pre-filed testimony in Docket No. WS- 

01303A-02-0867 et seq. (Arizona-American Water Company, Inc.), in which he adjusts 

his recommended ROE for increased financial risk. He does not adjust his recommended 

ROE for decreased financial risk in this docket. 

VII. 

Q. 
A. 

CONCLUSION 

Please summarize your recommendations. 

Staff recommends the Commission adopt a 9.0 percent ROE, an 8.46 percent cost of long- 

term debt, a 4.0 percent cost of short-term debt, and an 8.6 percent rate of return. Staff 25 
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Black Mountain Sewer Company 
Test Year Ended December 31,2004 

Original Cost Rate Base Proforma Adjustments 
Adjustment 4 

Computed ClAC and AlAC Balances per Company 

Line 
No. - Plant - ClAC - Ref AlAC - Ref - 
1 6alance Reported by Company - Direct $ 8,464,745 $ (5,800,321) $ (1,315,900) 
2 Less: Scottsdale Capacity ClAC 453,706.00 
3 Unrecorded Carefree Ironwood Assets 103,997.00 (103,997.00) A 
4 Unrecorded TCC Carefree - Condos at Carefree Inn Ass 235,836.00 (90,291.21) B (145,544.79) C 
5 Subtotal (CIAC = Staff Corrected CIAC)[See Note I] $ 8,804,578 $ (5,540,903) $ (1,461,445) 

Exhibit 
Rebuttal Schedule 8-2 
Page 6 
Witness: Bourassa 

6 Reclass pre-1994 AlAC agreements 
7 Adjusted Balances per Company 
8 
9 
10 Record Unrecorded Plant 
11 Reference item [A] 
12 Reference item [B] 
13 Reference item [C] 
14 Increase (decrease) to Plant-in-Service 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 

46 
47 
48 
49 
50 

Record Unrecorded ClAC 
Reference item [A] 
Reference item [B] 

Increase (decrease) to ClAC 

Record Unrecorded AlAC 
Reference item [C] 

Increase (decrease) to AlAC 

Record Expired AlAC Contracts 
Reference item [D] 

Increase (decrease) to ClAC 

Record ExDired AlAC Contracts 
Reference item [E] 

Increase (decrease) to AlAC 

- Note 1 
ClAC Balance per Staff CSB-8 

Hook-up Fees Jan 94 to June 94 

Staff Corrected ClAC Balance 

(Schedule CSB-8, Page 1, Column G. Line 19) 

erroneously included in Staffs ClAC Balance 

(150,095.64) D 150,095.64 E 
$ (1,311,349) 

$ 103,997 
90,291 

145,545 
$ 339,833 4a 

$ 103,997 
90,291 

$ 194.288 4b 

145.545 

$ 145,545 4c 

150,096 

$ 150,096 4d 

(1 50,096) 

$ (150,096) 4e 

$ (5,642,748) 

101,845.00 
$ (5,540,903) 

A 
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Jay L. Shapiro - 014650 

5 I 
0 :I 9 

September 4, 19' 



f 

4 

! 

. 4  

. 

1 

1 

1 

I 

3 

4 

. 

!. 

L .  

Q. 

A. 

Q.  

precluded fran seeking general rate increases for a period of fmr 

years from the date on which the docket closes. 

IS TWE ACC STAFF'S SURCHARGE APPROACH COIOSXSTEBT WITH FSTAkLISHED 

RATmmKIBxG PRIWCIPLES? 

100. Fundamental ratemaking principles are violated iy attempting 

to match post-test year customers to a revenue incre-se that is 

based on rate base, revenues and aperating expenses from ;i prior 

It-month period. f would be willing to make a large wager that +.he 

ACC Staff does not propose in Citizene' pending rate proceedingo 

that the required revenue increase should be spread over the number 

of customers receiving service at the t i m e  the final decision is 

rendered. as nou suggested by ACC Staff witness Ullinger in his 

surrebuttal testimony. 

MR- ULLINGER STA!l'ES ON PAGE 5 OF HIS SURRBBUTT'AL TESTIBKXIY THAT I1 

WOutD BE "UNFAIR To RATE PAYERS "Q 1- THE G R m  IN cusToMERS." 

This is nonsense. I t  is also unfair to the Coapany to ignore haow 

changes in major operating expenses needtd to serve the customere 

at Hay 31, 1996 (or any other future date). If the number oi 

customers at May 31, 1996 is to be used in setting rates, that 

number of customers must be matched to the rate base and expenser 

needed to serve those customers. The ACC Staff ' s  approach is, i i  

reality, a disguised attempt to annualize revenues withoul 

annualizing rate base and expenses to match those revenues. 

8.  -0 

-36- 
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imED IN 

= -  
Yes.  Mr. Ullinger continues to insist that t k e  wastewater 

treatment capacity being purchased from Scottedale, wh;?h will be 

utilized by the Conpamy on a long-term basis as a substitkite for 

constructing a new wastewater treatment plant i n  its service area, 

should be treated as a lease. Wr. Ullinger has likewise provided 

no evidence that supports h i s  recommendation. - 
Under this transaction, a one-time, lump sum payment is made 

to  Scottsdale based on the quantity of treatment capacity then 

being purchased. With respect to the initial  purchase of treatment 

capacity, a promissory note will be issued to the Company's parent 

to evidence the parent's long-term loan in the amount of $960,000. 

Payments will thereafter be made to the parent on the promissory 

note (i.e., principal and interest), and no payments will be made 

to Scottsdale (the *lessor"). The balance of the purchase price, 

$300,000, will be paid by a combination of the Campany's June 30, 

1994 cash rese~es ($258,000) and contributions in aid oi 

construction (plant capacity charges). 

I 

11 
I 

-37- 
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EXHIBIT 

BEFORE THE ARIZONA CORPORATION COMMISSIO 

1MMISSIONERS 

JEFF HATCH-MILLER, Chairman 
WILLIAM A. MUNDELL 
MARC SPITZER 
MIKE GLEASON 
KRISTIN K. MAYES 

IN THE MATTER OF THE APPLICATION OF 

INC., AN ARIZONA CORPORATION, FOR A 
DETERMINATION OF THE C U R R E ”  FAIR 
VALUE OF ITS UTILITY PLANT AND 
PROPERTY AND FOR INCREASES IN ITS 
RATES AND CHARGES BASED THEREON FOR 
UTILITY SERVICE BY ITS PARADISE VALLEY 
WATER DISTRICT. 

ARIZONA-AMERICAN WATER COMPANY, 
DOCKET NO. WS-01303A-05- 

APPLICATION 

APPLICATION OF 

FOR A DETERMINATION OF THE CURRENT FAIR VALUE OF ITS UTILITY 
PLANT AND PROPERTY AND FOR INCREASES IN ITS RATES AND CHARGES 

BASED THEREON FOR UTILITY SERVICE BY ITS PARADISE VALLEY WATER 
DISTRICT 

ARIZONA-AMERICAN WATER COMPANY 

1. Arizona-American Water Company (“Arizona-American” or the “Company”) hereby 

applies in accordance with A.R.S. fj 40-250 and the Commission’s Rule R 14-2- 103 for a rate 

increase for its Paradise Valley Water District. 
I 

2. This rate increase is needed for three general reasons: 

a. increased investment and changes in net revenue for the District in the seven 

years since the Company’s last rate case in Docket No. W-01303A-98-0507; 

b. to allow recovery through an Arsenic Cost Recovery Mechanism (“ACRM”) 

of the Company’s estimated $19 million investment in facilities needed to comply with 

the new federal standard for allowable arsenic levels in drinking water; and 

I 



Schedule E 2  
Pagelofl 

Line 
No. 

ARIZONA AMFRICAN WATER COMPANY 
PARADISE VALlEY DISTRICT 

ORIGINAL COST RATE BASE PROFORMA ADJUSTMENTS 
Test Year 12 Months Ended December. 2004 

Actual Adj- 
at End .of PrOfOtllW at End of 
Test Year Adjustments Test Year 

DESCRIPTION (a) (b) 

1. GmssUfflilyFlantinService 

3. ConstrudionWorkInProgress 

4. Less: Accumulated Depreciation 

2. NetRegAssst-AFUDC Debt 

5. Ne4 UtNi Pbnt In Service 

e. customers' Advances for Construction (Adj TY) 

5.- -.-.--.-..- 
3. Deferred Pension costs Net of Taxes 
10. customerDeposits 

$ 29,404,906 (1) $ 73,781 

9 G  

3,646,198 (2) $ (3,646,198) 

9,883,836 (3) $ 30,033 

E 23,168,218 $ (3.60Z449) 

635,912 

5,486,559 

$ 29,478,687 

950 

9.91 3,869 

Add: 

11. Allowance for Working Capital 

1 2  

- 
3,500 

S 19,565,769 

350,946 

Total 15,253,666 a ( 3 , s  

13. 
14. 
15. 

(1) Corporate Division and Central Division Corporate District plant allocation. 
(2) Adjustment to remove CWlP from net UPIS. 
(3) Acarmulatd depr. related to adjustment 3 

635.91 2 

6.486.W 

w 

3,500 

350,946 

11,651,216 

Supporting Schedules: (a) E-1 Recap schedules: @) E 1  
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ORIGNAL 
NEW APPLICATION 

W O N A  WATER COMPANY w p 1 
Robert W. Geake (No. 009695) LULIP .JL-D 
Vice President and General Counsel 
3805 N. Black Canyon Highway 
Phoenix, Arizona 85015-5351 2084 SEQ - 8 P 3: 25 

Norman D. James N o .  006901) 
Jay L. Shapiro (No. 014650) 
3003 North Central Avenue 
Suite 2600 
Phoenix, Arizona 85012-2913 
Telephone: (602) 916-5000 

Attorneys for Arizona Water Company 

SEP 0 8 2004 

W-O1445A-04-0650 

BEFORE THE ARIZONA CORPORATION COMMISSION 

IN THE MATTER OF THE APPLICATION ) DOCKETNO. W-Ol445A-04- 
OF ARIZONA WATER COMPANY, AN 
ARIZONA CORPORATION,FOR 
ADJUSTMENTS TO ITS RATES AND 
CHARGES FOR UTILITY SERVICE 
FURNISHED BY ITS WESTERN GROUP 
AND FOR CERTAINRELATED 

) 

1 APPLICATION 

2 
T C  1 

Arizona Water Company, an Arizona corporation (the “Company”), hereby applies for an 

order approving certain adjustments to its rates and charges for utility service provided by the 

Company’s Western Group, which includes five separate water systems in Arizona, and in 

support thereof, states as follows: 

1. The Company is an Arizona corporation engaged in providing water for public 

purposes in portions of Cochise, Coconino, Gila, Maricopa, Navajo, Pima, Pinal and Yavapai 

Counties, Arizona, pursuant to certificates of public convenience and necessity granted by the 

Arizona Corporation Commission (the “Commission”). At the present time, the Company 

operates 18 water systems that serve approximately 72,000 customers. 

2. The Company’s central business office is located at 3805 North Black Canyon 

Highway, Phoenix, Arizona 85015-5351. Its mailing address is Post Office Box 29006, Phoenix, 

ORIGINAL 
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BEFORE THE ARIZONA CORPORATION CO 

COMMISSIONERS 

MARC SPITZER, Chairman 
JIM IRVIN 
WILLIAM A. MUNDELL 

MIKE GLEASON 
JEFF HATCH-MILLER 

IN THE MATTER OF THE APPLICATION OF 
ARIZONA PUBLIC SERVICE COMPANY FOR 
A HEARING TO DETERMINE THE FAIR 
VALUE OF THE UTILITY PROPERTY OF THE 
COMPANY FOR RATEMAKING PURPOSES, 
TO FIX A JUST AND REASONABLE RATE OF 
RETURN THEREON, TO APPROVE RATE 
SCHEDULES DESIGNED TO DEVELOP SUCH 
RETURN, AND FOR APPROVAL OF 
PURCHASED POWER CONTRACT 

DOCKET NO. E-01345A-03-1y3 Y 

APPLICATION 

Pursuant to A.R.S. 5 40-250, et seq.; A.A.C. R14-2-103; and Decision No. 6197: 

(October 6, 1999), Arizona Public Service Company (“APS” or “Company”) hereby filer 

an Application for a permanent increase of at least $175 million on annualized test yea. 

sales, or 9.8 percent on average, for its jurisdictional electric operations, to becomr 

effective on July 1, 2004. 

The rate increase sought herein is required to enable the Company to maintain it: 

credit ratings and attract new capital on reasonable terms, recover its costs of service, an( 

permit APS to earn a fair rate of return on the fair value of its assets devoted to publil 

service, which return will recover the Company’s capital costs necessarily and prudentl: 

incurred in rendering adequate utility service to customers. The requested increase i 

necessary for APS to continue as the type of financially strong utility that can ensure AP! 
customers continued reliable service, on demand, and at reasonable prices into the future. 
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ARIZONA PUBLIC SERVICE COMPANY 
Summary of Original Cost and RCND Rate Base Elements 

Total Company and ACC Jurisdictional 
Test Year Ended 12/31/2002 

(Dollars in Thousands) 

Original Cost RCND 

Company ACC Company ACC 
Total Total 

(a) (a ) (b) (b) 

Line 
No. 

1. 
2. 
3. 

4. 
5. 
6. 
7. 
8. 
9. 
10. 

11. 

Line 
No. Description - 

$ 8,486.874 S 8.203.305 $ 13,596,926 S 13,142.617 
3.542.547 3.405.509 -- -5i677.664 5,458.032 
4.944.327 4.797.796 7.919.262 7,684,585 

1. 
2. 
3. 

Gross Utility Plant in Service 
Less: Accumulated Depreciation & Amort. 
Net Utility Plant in Service 

Deductions: 

.nves . - E ’  Credits 
Customer Advances for Constr. 
Customer Deposits 
Pension Liability 
Other Deferred Credits 
Unamortized Gain-sale of Utility Plant 

Total Deductions 

Additions: 
Regulatory AsseWLiabilities Net 
Miscellaneous Deferred Debits 
Depreciation Fund - Decommissioning 
Allowance for Working Capital (d) 

Total Additions 

4. 
5. 
6. 
7. 
8. 
9. 
10. 

11. 

4,c - 4.033 
45.513 45,513 
39.865 39.865 
49.51 1 48,751 

124,050 123.798 
59.484 59,381 

1,614.838 1,589,887 

4.033 
45151 3 45,513 

49.51 1 48.751 
124,050 123.798 
59.484 59,381 

i,614,a38 1,589,887 

’ 39.865 39.865 

12. 
13. 
14. 
15. 

16. 

166.268 165,564 166.268 165,564 
27.379 26J959 27.379 26.959 

194,440 191.608 194.440 191.608 
175.7 13 172.423 175.713 172.423 

563.800 556.554 563.800 556.554 

12. 
13. 
14. 
15. 

16. 

3.893.289 3,764.463 6.868.224 6.651.252 17. 17. Total Rate Base Before Proforma Adjust. 

327.730 443.013 (1 23.896) 76,203 18. 18. Proforma Adjustments 

Total Rate Base $ 4,221,019 f 4,207,476 (e) J 6.744.328 16 6,727,455 (e) 19. 19. 

Recap Schedules: 
(e) A-1 

Supcartino Schedules: 
(a) 8-2 

(c) 5 5  
(b) 8-3 

Schedule B-1 
Page 1 of 1 
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BEFORE THE ARIZONA CORPORATION COMMI 

COMMISSIONERS 
W C  SPITZER - CHAIRMAN 
WILLIAM A. MUNDELL 
JEFF HATCH-MILLER 

MIKE GLEASON 
KRISTIN K. MAYES 

N THE MATTER OF THE FILING OF 
3ENERAL RATE CASE INFORMATION BY 
KJCSON ELECTRIC POWER COMPANY 
WKSUANT TO DECISION NO. 62 103. 

DOCKET NO. E-01 933A-04-0408 

SUPPLEMENTAL NOTICE OF 
FILING GENERAL RATE CASE 

INFORMATION IN COMPLIANCE 
WITH DECISION NO. 62103 AND 
REQUEST FOR PROCEDURAL 

CONFERENCE 

Tucson Electric Power Company (TEP” or the “Companyy’), through undersigned counsel, 

iereby submits its “Supplemental Notice of Filing General Rate Case Information in Compliance 

With Decision No. 621 03 and Request For Procedural Conference,” as follows: 

[. INTRODUCTION. 

Decision No. 62103 obligated TEP to file general rate case information with the 

Commission on or before June 1, 2004. Consequently, on June 1, 2004, TEP filed with the 

Commission two volumes of general rate case information, together with a ‘Wotice of Filing 

General Rate Case Information In Compliance With Decision No. 62103 and Request For 

Procedural Order” (the ‘Wotice of Filing”). 

The Notice of Filing provided the Commission with (i) notice that TEP had filed the Direct 

Testimony of Mr. James S. Pignatelli and related schedules and exhibits, including an updated 

cost-of-service study (collectively, the “general rate case information”); (ii) an explanation of 

TEP’s revenue deficiency, demonstrating that but for the 2008 Rate Freeze Provision,’ the 

Company could request a rate increase of approximately 16%; (iii) a review of the background of 

TEP incorporates herein by this reference the Notice of Filing. All defined terms in the Notice of 
Filing ...- shall have their same meaning in th is Supplemental Notice of Filing. 
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Whitney Birk 
Paralegal 
Direct Phone: (602) 916-5720 
Direct Fax: (602) 916-5920 
wbirk@fclaw.com 

FENNEMORE CRAIG, P.C. 
3003 North Central Avenue, Suite 2600 

Phoenix, Arizona 85012-2913 
(602) 916-5000 

Law Offices 
Phoenix (602) 916-5000 
Tucson (520) 879-6800 
Nogales (520) 761-4215 
Lincoln (402) 323-6200 

January 19,2006 

VIA HAND DELIVERY 

Mr. Daniel Pozefsky 
Residential Utility Consumer Office 
11 10 W. Washington St. 
Ste. 220 
Phoenix, AZ 85007 

Re: Black Mountain Sewer Corporation; Docket No. SW-02361A-05-0657 

Dear Mr. Pozefsky: 
Enclosed are Black Mountain Sewer Corporation’s responses to the Residential Utility 

Consumer Office’s second set of data requests in the above-captioned matter. Please let me 
know if you have any questions regarding the foregoing or this matter in general. 

Very truly yours, 

J 
TA%&ncy Bkk 

Paralegal 
Enclosures 

cc: Marylee Diu  Cortez (w/ enc., via hand delivery) 
Keith A. Layton (w/ enc., via hand delivery) 
Crystal Brown (w/ enc., via hand delivery) 
Thomas J. Bourassa (w/enc., via U.S. mail) 
Michael D. Weber (w/enc., via U.S. mail) 

1753209.1 

mailto:wbirk@fclaw.com
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BLACK MOUNTAIN SEWER CORPORATION 
2005 GENERAL RATE CASE 

RESPONSE TO RUCO’S SECOND SET OF DATA REQUESTS 
DOCKET NO. SW-02361A-05-0657 

Response provided by: Greg Sorensen 

Title: Controller - Algonquin Water 

Company Name: 
Address: 

Black Mountain Sewer Corporation 
12725 W. Indian School Rd., Suite D-101 
Avondale, AZ 85323 

Company Response Number: RUCO 2.7 

Q. Deferred Income Taxes Plezse explain why the Company has no deferred income 
tax balances. Why isn’t the Company taking advantage of accelerated 
depreciation? 

A. Since it is a wholly owned subsidiary, Black Mountain Sewer Corporation’s 
parent files a consolidated corporate return. For the test year, all deferred income 
taxes and income tax expense were kept at the corporate parent level. At the 
consolidated income tax level, the parent company does take advantage of 
accelerated depreciation to the extent allowed by the State and Federal 
governments. Using accelerated depreciation generated a deferred tax liability at 
the parent level in the amount of $360,000, while ATAC creates a deferred tax 
asset in the amount of $524,000. The resulting net deferred tax asset of $164,000 
was not recorded at Black Mountain Sewer Corporation, but remained at the 
parent. Had this amount been included in Rate Base, the required operating 
income would have been higher. 



April WATER 
The Water Utility Industry continues to rank 

near the bottom of the blue Line investment 
universe for Timeliness, based on our momentum- 
driven ranking system. The stocks here struggled 
with abnormally wet weather in recent months. 

However, we think that they will probably re- 
bound somewhat this year. Assuming more normal 
weather conditions, we expect that the industry, 
as a whole, will continue to reap the benefits of a 
more cooperative regulatory commission, particu- 
larly in California. 

Nevertheless, these stocks still lack long-term 
appreciation potential. Although recent changes 
in the makeup of regulatory bodies and improved 
weather conditions paint a more favorable back- 
drop, we still have some concerns about escalating 
infrastructure costs and the effects on the indus- 
try's earnings potential out to late decade. None of 
the stock's covered in the next few pages currently 
stand out for gains appeal. Meanwhile, we are 
concerned that the capital constraints that we 
anticipate will diminish the income appeal of 
many of these issues. 

Improved Regulatory Environment 

Water utility companies have been hurt by unfavor- 
able and delayed rate relief case rulings in recent years. 
Indeed, rulings by regulatory authorities, which were 
put in place to keep a balance of power between consum- 
ers and providers, have long been one-sided, with utili- 
ties typically coming out on the short end of the stick. 
However, it finally looks as though things are changing, 
particularly for those companies with operations in 
California. Governor Schwarzenegger has made numer- 
ous changes to the California Public Utilities Commis- 
sion (CPUC), which is responsible for ruling on general 
rate case requests in the Golden State, most notably its 
board members. Constituents now appear to be more 
business-friendly, judging from a host of more-favorable 
case rulings in recent months. This is a major boon for 
businesses based in California such as American States 
Water Co. and California Water Service Group. 

Escalating Expenses 

Despite the aforementioned changes, regulatory laws 
on pipeline and well infrastructure continue to grow 
more stringent. Current infrastructures are typically in 

I Composite Statistics: Water Utility Industry 
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excess of 100 years old and need maintenance and, in 
some cases, significant renovations or rebuilding. Mean- 
while, geopolitical concerns are making matters worse, 
due to the threat of bioterrorism on U.S. water pipelines 
and reservoirs. As a result, these costs are only likely to 
increase going forward. In all, infrastructure repair 
costs are expected to climb to the hundreds of millions of 
dollars over the next two decades. This is particularly 
bad for smaller water companies, as they lack the capital 
to take these initiatives. Instead, many are being forced 
to sell, resulting in massive consolidation within the 
industry. That said, many of the larger, more flexible 
companies with the money to meet the higher costs have 
been using the weakness to improve their operations 
and increase their customer base. Aqua Amenca. the 
largest water utility in our Survey, is a prime example, 
closing the doors on over 100 acquisitions in the past five 
years. In doing so, it has doubled its revenue base. The 
company does not appear to be slowing down, either. Its 
buying ways give it the best 3- to 5-year appreciation 
potential of the all the stocks in this industry. 

Investment Advice 

Most investors will probably want to steer clear of the 
stocks in this industry. None of them are ranked higher 
than 3 (Average) for Timeliness for the coming six to 12 
months, and not one holds better-than-modest 3- to 5- 
year appreciation potential. As a result, we think that 
growth-oriented investors will want to look elsewhere. 
Meanwhile, the income appeal of many of these stocks 
has been diminished in recent months, as well. Although 
water utility stocks have long generated a steady stream 
of income, recent price appreciation, coupled with a 
rising interest-rate environment, has increased the 
income-producing appeal of alternative investments. 
That said, we think that more-conservative investors 
may find California Water appealing. The stock is 
ranked 2 (Above Average) for Safety and has historically 
offered a steady stream of income. As always, we recom- 
mend that potential investors take a careful look at the 
individual reports on the following pages before making 
any financial commitments. 

Andre J. Costanza 
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American States Water ought to post 
solid earnings growth this year. . . Al- 
though we think that better weather con- 
ditions will play a big role, the real growth 
driver should continue to be an improving 

environment. Indeed, the Cali- 
regulatorf;lblic fomia Utilities Commission 
(CPUC), which is in charge of supervising 
local utilities. has undergone a significant 
facelift in recent months. What many 
thought to be antagonists of utilities was 
replaced with more business-friendly 
members. The changes paint a favorable 
backdrop for AWR going forward and 
ought to help it post earnings of $1.45 
this year. The CPUC recently approved 
rate increases for Region I1 and Region I 
customer service areas of AWRs GSWC 
unit effective January 1, 2006. The rate 
hikes add more than $5.6 million in an- 
nual revenues. - .  . and next. Meanwhile, AWR has filed 
a new general rate case for Region 11. re- 
questing $14.9 million increase in reve- 
nues based on a 11.2% ROE, effective Jan- 
uary, 2007. Although a favorable decision 
is not a given, we think that the recent 
rulings augur well for AWR. Thus, we are 

I 

introducing a 2007 share-net estimate of 
$1.55, representing 7% rowth. 
Nevertheless. we looa for bottom-line 
rowth to become negligible in 2008. 

Bes ite a better regulatory environment, 
AWE must continue to contend with bal- 
looning infrastructure costs. It will likely 
be forced to tap equity and debt markets 
to make the changes, due t o  its strap ed 
cash position. We remain concerned g a t  
such financing activity will dilute earnings 
and could potentially even keep AWR from 
making acquisitions. 
Most investors will want to avoid 
these shares. They are untimely for the 
comin six to 12 months and hold limited 
3- to [year appreciation potential at  their 
current quote. AWR shares have appreci- 
ated roughly 20% since our January 
review. Meanwhile, there are more attrac- 
tive income vehicles elsewhere. That said, 
investors should note that AWR continues 
to make headway in its attempt to in- 
crease its business with the military. Fur- 
ther contract wins could provide another 
much-needed avenue of revenue growth 
and even prove our projections modest. 
Andre J. Costanza April 28.2006 
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Dividends 
Book Value 2.5% 5.0% 

California Water Service Group 
should bounce back handsomely this 
year. Extremely wet weather stymied 
earnings growth in 2005. However, we ex- 
pect more-normalized conditions going for- 
ward. Moreover, the company should con- 
tinue to benefit from recent changes at the 
California Public Utilities Commission 
(CPUC). Indeed, the CPUC. which is in 
charge of overseeing local utilities, has un- 
dergone sweepin personnel changes in 
recent months. I% e new constituents ap- 
pear to be more business-friendly than the 
previous board members, handing down 
more timely and favorable rate case deci- 
sions of late. The company has a number 
of rate case filings still pending. Its gener- 
al rate case for eight districts, represent- 
ing roughly a quarter of its customer base 
is the most prominent. The case, which 
was fded in August, is requestin $11 mil- 
lion in 2006 and $6 million in 3007. The 
recent developments aint a favorable ic 
ture for CWT. In alIl we expect CW?'~; 

Kr e expect earnings rowth to slow 
considerably in 2007, kough. The costs 
of maintaining well and pipeline infra- 

ost profits of $1.70 a share this year. 

structures continue to increase at a rapid 
pace and will likely remain high for the 
foreseeable future, given the growing 
demands of the EPA on drinking water 
purification standards. However, CWT 
does not currently have the means to meet 
these expenses and will ultimately have to 
look to equity and debt markets in order to 
do so. As a result, we look for bottom-line 
r w t h  to moderate to 3% next year and 

CWT shares will probably not a peal 
to most. The stock is ranked 4 helow 
Average) for Timeliness and does not 
stand out for 3- to 5- year appreciation 
potential either, based on the capital con- 
straints that we envision out to 2009-2011. 
Meanwhile, its dividend yield is not as ap- 
pealing as it once was given the stocks 
recent price appreciation and the alterna- 
tive income vehicles that are currently on 
the market. 
That said, this issue may pique the in- 
terest of more-conservative investors 
looking to add a steady stream of in- 
come to their portfolios. CWT is ranked 
2 (Above Average) for Safety. 
Andre1 Costanza A ~ r i l 2 8 .  2006 
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1 INDUSTRY TIMELINESS: 81 (of 98) I 

10.7% 
3.3% 
69% 
22.6 

As usual, the Water Utility Industry ranks near 
the bottom of the Value Line Investrnent Surveyfor 
Timeliness. Earnings for the conipanies in this 
industry continued to lag those of most industrial 
companies in 2005, reflecting the effects of rainy 
weather and rising infrastructure costs. Although 
recent changes in the makeup of regulatory bodies 
and improved weather conditions paint a more 
favorable backdrop, we still have some concerns 
about the industry's earnings potential going for- 
ward. At the heart of our concerns are the rapidly 
increasing infrastructure costs. With that in mind, 
not one of the water utility stocks that are covered 
in the next few pages offers decent capital-gains 
appeal. 

Nevertheless, a few of the stocks here may be of 
interest to those looking for current income. 

11.2% 8.8% 10.7% ff.O% 10.0% Return on Corn Equity ff.095 
3.8% 2.5% 4.6% 5.0% 5.Vh Retained to Corn Eq 3.0% 
66% 72% 57% 60% 55% All Div'ds to Net Prof 45% 
21.5 26.0 25.5 Avg Ann'l PIE Ratio 18.0 

Regulating The Industry 

Regulatory authorities were appointed to keep a bal- 
ance of power between consumers and providers. How- 
ever, water utility providers have been coming out on the 
short end of the stick in recent years. Indeed, rate relief 
case decisions have been put on the back burner (and 
long-awaited outcomes have generally been unfavor- 
able.) However, there appears to be a better story un- 
folding for water utilities, particularly those with opera- 
tions in the state of California. With urging from 
Governor Schwarzenegger, the California Public Utili- 
ties Commission (CPUC), which is responsible for ruling 
on general rate case requests in the Golden State, things 
appear to have reversed course. Members of the board 
thought to be antagonists of rate relief have been re- 
placed with more-business-friendly members. And, the 
changes appear t o  already be paying off. Case decisions 
have been coming in with more favorable decisions in 
recent months, auguring well for the future business of 
American States Water Co. and California Water Service 
Group. 

Expenses 

Despite these changes, already stringent regulatory 
laws on pipeline and well infrastructure are likely to 
increase as we head forward. Much of the current 
infrastructure is more than 100 years old and is in 
desperate need of maintenance and, in some cases, 
massive renovations and rebuilding. Making matters 

6.8% I 7.0% I 5.9% I 6.7% 1 7.0% I 7.5% I Return on Total Cap'l I 7.0% 
I f t O %  10.6% 1 11.296 I 8.8% I 10.7% I ff.O% [ 10.0% 1 Return on Shr. Equity 

worse, is the heightened threat of bioterrorism on US. 
water pipelines and reservoirs. These costs are likely to 
continue to rise, as companies strive to comply with EPA 
water purification standards. In all, infrastructure re- 
pair costs are expected to climb to the hundreds of 
millions of dollars over the next two decades, putting 
many smaller water companies a t  a distinct disadvan- 
tage. In fact, many companies without the capital to pay 
for these initiatives are being forced to sell, resulting in 
massive consolidation within the industry. As a result, 
the rich have been getting richer. Larger, more flexible 
companies with the money to meet the higher costs have 
been using the weakness to add to their customer base. 
Aqua America, the largest water utility in our Survey. is 
the prime example. It has made nearly 100 acquisitions 
over the past five years, doubling its revenue base 
during that time. And, with no end to its aggressive 
buying in sight, we think that Aqua will continue to 
deliver the highest return on equity of any of the 
companies in this industry. 

Investment Advice 

The stocks in this industry do not stand out for their 
capital-gains potential. Not a single one of the issues 
here is ranked above 3 (Average) for Timeliness and 
none hold better than modest 3- to 5- year appreciation 
potential. Despite the necessity for water, the capital- 
intensive nature of the industry strips away growth 
appeal. As a result, we think that growth-oriented inves- 
tors will want to take a pass and look elsewhere. 

However, we believe that income-minded investors 
may have a somewhat different point of view. Water 
utility stocks have long generated a steady stream of 
income, a trend that we do not envision changing any- 
time soon. In fact, American States Water and California 
Water both offer above-average dividend yields and, 
according t o  our projections, should continue to do so 
over the long haul. Even still, there may be better 
income vehicles available to investors at this time. 
California Water offers some additional appeal, though. 
given its Above Average (2) Safety rank. As is always the 
case, though, we recommend that potential investors 
take a careful look at the individual reports on the 
following pages before making any future financial com- 
mitments. 

Andre J. Costanza 
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Unfavorable weather conditions have 
continued to be a problem for Amer- 
ican States Water. It reported third- 
quarter share earnings of $0.47 (excluding 
a $0.25 one-time gain in association with 
the recent Aerojet settlement). a nickel 
below the year-ago figure. Billed water 
consumption decreased approximately 3% 
owing to persistingly wet conditions in the 
Golden State. Earnings were also nega- 
tively impacted by a higher tax rate dur- 
in4 the quarter. 
Stdl. American probabl rebounded 
in the fourth quarter. gourth-quarter 
weather conditions looked to be more fa- 
vorable, which should generate an im- 
proved top-line comparison. As a result, 
we think that American probably posted a 
solid earnings gain. 
2006 should be a banner year. The Cal- 
ifornia Public Utilities Commission 
(CPUC), which oversees all local utilities, 
has under one a major restructuring of 
late, provifing a far more favorable regu- 
latory backdrop than that of recent 
memory. Indeed, recent decisions signal 
that the regulatory climate is improving, 
and that rulings are becoming more busi- 

ness friendlv. For instance. the CPUC has 
approved rate increases for Region I1 and 
Re on I customer service areas of its 

1, 2006. The 
rate hikes add more t h a n X . 6  million in 
annual revenues. More importantly, the 
favorable decision augurs well for future 
case decisions. 
Nevertheless, these untimely shares 
hold limited capital gains appeal. 
Despite the improving regulato 
landscape, capital constraints limit 3- t o y  
year growth potential. American, which is 
already low on cash, will be forced.to make 
additional equity and debt offerin s in or- 
der to keep u with escalating infrastruc- 
ture costs. d are concerned that these 
moves will not only dilute earnings, but 
may even prevent AWR from taking ad- 
vantage of the fragmented industry and 
enhandn its business model. 
The stock does offer an above-average 
dividend yield and some investors may 
find solace in the fact that AWR has in- 
creased its annual dividend for 51 consecu- 
tive years. However, still higher yields are 
now available from bonds or CDs. 
Andre 1 Costanza January 27.2oot 
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Southwest Water Company had a 
decent third quarter. Revenues during 
the September interim were little chan ed 
year-to-year, but share earnings showe! a 
17% improvement. The solid showing was 
punctuated with announcements for a 10% 
cash dividend increase and a 5% stock div- 
idend payout @aid on January 20th). Also 
of note, the company has begun the search 
for a successor CEO, since current CEO 
and Chairman Anton Gamier announced 
he will be stepping down after 38 years of 
service with Southwest. 
Recent appointments to the Califor- 
nia Public Utilities Commission 
(CPUC) augurs well for Southwest. 
Governor Schwanenegger has selected 
two candidates to fill vacant s ots on the 
five-person CPUC committee. goth of the 
nominees are likely to take a more 
business-friendly approach towards regu- 

matters than their predecessors, !%2 should make for easier rate case 
wins in the coming years. Additionally, the 
CPUC will likely soon experience some 
restructuring changes, including combin- 
ing the water and ener divisions at the 
staff level to increase eKiency  his may 
Ju md0dobsr. s1.62lshan. 
l n ~ O n 6 , l d ~ t e d f o r ~  

also work towards Southwest's benefit, but 
likely not until 2007 when the framework 
is finalized. 
The first major rate case with the new 
CPUC was recently filed. Southwest 
just filed for an $8.6 million rate increase 
in California. A generally favorable out- 
come for the compan in this case, as well 
as pending rate relie!in Texas, should bol- 
ster earnings growth prospects in the com- 
ing years. 
The acquisition of an Alabama 
wastewater system looks promising. 
Durin September, Southwest purchased 
the Sfelby County, Alabama wastewater 
system for $8.5 million. The system 
reaches 4.400 customers and isn't regu- 
lated by a state a ency, which should help 
boost margins. ~ J d i t i O d ~ y ,  long-term in- 
come from the acquisition seems insured 
as SWWC was able to secure 11 years of 
automatic 8% rate increases in the region. 
O u r  projections show total-return 
potential for the years out to 
2008-2010 to be slightly below aver- 
age, based on the stocks current quota- 
tion. 
Praneeth Satish January2Z2006 
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Aqua America continues to meet ex- and smaller utilities find themselves hard 
pectations. There was little by way of pressed to meet the costly new require- 
surprises in the compan s third-quarter ments. 
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matched our estimate, and revenues were ord numbers in 2006. as the company 
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ket makes AquaS strategy even more ef- likelihood of this valuation teing 
Fective. In fact, purchases will likely get sustainable low. As a result. Aqua's total- 
easier for the water-utilities giant when return potential for the years out to 
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I NTROD UCTlO N 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Please state your name for the record. 

My name is Marylee Diaz Cortez. I am a Certified Public Accountant. I 

am the Chief of Accounting and Rates for the Residential Utility Consumer 

Office (“RUCO”) located at I110 W. Washington, Suite 220, Phoenix 

Arizona 85007. 

Please state your educational background and qualifications in the utility 

regulation field. 

Appendix I, which is attached to this testimony, describes my educational 

background and includes a list of the rate case and regulatory matters in 

which I have participated. 

Please state the purpose of your testimony. 

The purpose of my testimony is to present recommendations resulting 

from my review and analysis of Black Mountain Sewer Company’s (“Black 

Mountain” or “Company”) request for an increase in rates. 

Please describe your work effort on this project. 

I obtained and reviewed data, and performed analytical procedures 

necessary to understand the Company’s application. MY 

recommendations are based on these analyses. Procedures performed 

included the formulation and analysis of several sets of data requests, the 

1 
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Q. 

A. 

Q. 

A. 

reports and prior Commission decisions. 

review and analysis of Staff requested data, as well as a review of annual 

r i l l  address the 

What areas will you address in your testimony? 

I will address rate base. RUCO witness William Rigsb 

remaining issues of operating income, cost of capital, rate design, as well 

as sponsor RUCO's recommended revenue requirement. 

Please identify the exhibits you are sponsoring. 

I am sponsoring Schedules MDC-I through MDC-6. 

SUMMARY 

Q. 

A. 

Please summarize the recommendations and adjustments you address in 

your testimony. 

I address the following issues in my testimony: 

Scottsdale Wastewater Treatment Capacity - This adjustment corrects the 

fallacy that this intangible asset is an "operating lease" and properly 

reflects the Scottsdale Capacity as a depreciable rate base asset. 

Post-test-Year Plant - This adjustment removes post-test-year line 

extensions from rate base and includes the post-test-year cost of 

replacing a sewer chlorination system. 

2 



I -  

~ 

1 -  

I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

~ 21 

22 

23 

lirect Testimony of Marylee Diaz Cortez 
locket No. SW-02361A-05-0657 

Accumulated Deferred income Taxes - The adjustment decreases rate 

base by $161,250 to include Black Mountain's allocated portion of 

Accumulated Deferred Income Taxes. 

Workinq Capital - This adjustment decreases the Company's requested 

level of working capital to reflect the fact that customers are required to 

prepay their sewer bill. 

RATE BASE 

Rate Base Adjustment #I - Scottsdale Wastewater Treatment Capacity 

2. 

4. 

a. 

4. 

Please discuss the Company's proposed ratemaking treatment of the 

Scottsdale Wastewater Treatment Capacity (Scottsdale Capacity). 

The Company proposes to pretend that the capacity rights that it owns in 

Scottsdale's Wastewater Treatment Plant were, in fact, an operating 

lease. As a result, the Company has made a pro forma calculation that 

imputes a hypothetical operating lease expense of $1 89,622, and seeks 

recovery of this "expense" from ratepayers. 

Why has Black Mountain proposed this hypothetical accounting for the 

capacity rights it owns in the Scottsdale Wastewater Treatment Plant? 

The Company's testimony offers no explanation for its proposed operating 

lease treatment of the capacity rights. However, it appears that the 

Company's proposal may be based on a 1996 Boulders Carefree Sewer 

Corporation decision where the Commission authorized an "income 

3 
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statement methodology"' for the ratemaking treatment of the capacity 

rights. 

Q. 

A. 

Q. 

A. 

Did Boulders Carefree Sewer Corporation actually have an operating 

lease with Scottsdale in 1996? 

No. Boulders Carefree Sewer Corporation purchased the Scottsdale 

Treatment Capacity from the City of Scottsdale with the proceeds of a loan 

from its parent company--Boulders Joint Venture. Thus, the "operating 

lease" treatment was a fallacy even at that time. 

Is the "operating lease" treatment an even greater fallacy today? 

Yes. Boulders Carefree Sewer Corporation no longer exists, nor does the 

loan that Boulders Joint Venture made to Boulders Carefree Sewer 

Corporation to purchase the capacity. Thus, any nexus that might have 

led to the "operating lease" treatment authorized in Decision No. 59944 no 

longer exists. Algonquin Water Resources of America, Inc. ("Algonquin") 

purchased the stock of Boulders Carefree Sewer Corporation in March 

2001*. The purchase was financed with equity from Algonquin, and debt 

in the form of promissory notes from Black Mountain to Algonquin. 

Together, the debt and equity are the capitalization that supports the 

assets of what is now Black Mountain Sewer Company. Black Mountain 

has no "lease" with Scottsdale, but rather has an asset on its balance 

Decision No. 59944 at page 6. 
See the testimony of William A. Rigsby for more background on Algonquin. 
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sheet for the Scottsdale Capacity, and a combination of debt and equity 

that support it. 

Q. 

A. 

Q. 

A. 

How are assets and debtlequity appropriately treated under rate of return 

regulation? 

Assets, if used and useful and prudent, are included in rate base. Debt 

and equity are included in the capital structure upon which a fair rate of 

return is calculated. Depreciation on the assets is included in utility 

operating expenses. Tax deductions for the interest expense on the debt 

are included in the income tax expense calculation, and taxes on the 

utility's earnings on its assets are included in the Gross Revenue 

Conversion Factor. The rate of return regulatory model is designed to 

provide full recovery of, and return on all of a company's assets. 

Have you made an adjustment to the Company's proposed "operating 

lease" accounting? 

Yes. As just discussed, this "operating lease" accounting was a fallacy 

when authorized in 1996 for Boulder Carefree Sewer, and is an even 

greater fallacy today for Black Mountain. Accordingly, Mr. Rigsby in his 

Operating Income Adjustment # I  removes this $1 89,622 fictitious "lease 

expense" shown on Back Mountain's income statement. My Rate Base 

Adjustment # I  makes the appropriate adjustments to the rate base to 

provide rate recognition of these assets. 
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Q. 

A. 

Specifically describe the rate base adjustments necessary to afford this 

asset the appropriate rate recognition. 

As shown on Schedule MDC-3, four rate base adjustments are necessary 

to afford the appropriate rate treatment of the Scottsdale Capacity. The 

first adjustment is to increase Gross Plant in Service by $1,913,706 to 

recognize the original cost of the Scottsdale Capacity purchased in 1996 

and the original cost of the additional capacity purchased in 1997. 

The second adjustment increases accumulated depreciation by $778,1 I 1 

to reflect the cumulative effect of the Company's 5% depreciation rate over 

the ensuing years since the capacity purchases. 

The third adjustment increases the Contribution in Aid of Construction 

(CIAC) balance by $453,706 to include ClACs that were specifically 

utilized to fund the capacity purchases. This portion of the adjustment is 

necessary because the Company had made a pro forma adjustment to 

remove these CIAC balances as part of their "operating lease" ratemaking 

treatment. Since I have appropriately afforded rate base treatment for the 

Scottsdale Capacity, likewise it is appropriate to include the ClAC 

balances that support that capacity in rate base. 
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The fourth adjustment increases Accumulated Amortization of ClAC by 

$184,528 to reflect the cumulative effect of a 5% amortization rate over 

the ensuing years since the capacity purchases. 

Q. 

4. 

3. 

4. 

How does using the correct rate of return methodology vs. the Company's 

"operating lease" methodology affect the revenue requirement? 

Use of the correct rate of return ratemaking methodology has the affect of 

decreasing revenue requirements when compared with the Company's 

"operating lease" methodology. 

Why is this so? 

Aside from the fact that the "operating lease'' methodology was a 

complete fallacy, its greatest shortcoming is that it doesn't give ratepayers 

credit for the portion of the Scottsdale Capacity that they have paid over 

the years. While ratepayers are paying for 5% of this plant capacity each 

year through "operating lease" expense, the "operating lease" 

methodology never provides credit for the portion of the capacity that 

ratepayers have already paid for. When the correct ratemaking 

methodology is used to account for this capacity, that credit is reflected in 

the Accumulated Depreciation balance that serves to decrease rate base 

and, in turn, decrease rates. The "operating lease" methodology robs 

ratepayers of this credit. 
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Q. Are there any other adjustments that are necessary to reflect rate of return 

ratemaking for the Scottsdale Capacity? 

A. Yes. RUCO has increased depreciation expense to include depreciation 

of the Scottsdale Capacity, and computed the appropriate income tax 

effects. These adjustments are discussed in RUCO witness William A. 

Rigsby's testimony. 

Rate Base Adjustment #2 - Post-Test-Year Plant in Service 

Q. 

A. 

Q. 

A. 

Is the Company requesting any post-test-year plant in service? 

Yes. The Company is requesting $94,297 in post-test-year plant 

additions, of which $24,706 is related to line extensions and $69,590 is for 

the replacement of defective chlorination equipment. 

Do you agree with these pro forma adjustments? 

No. As a general policy, RUCO does not agree with the rate base 

recognition of post-test-year plant because of matching problems. In the 

instant case, that problem is further aggravated by the fact that some of 

the post-test-year plant is line extensions, which will create additional 

revenue, causing further matching problems. 

8 



I ~~ 

1 

2 

3 

4 

5 

I 6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

I 

I 

I 

I 

I 

23 

3irect Testimony of Marylee Diaz Cortez 
3ocket No. SW-02361A-05-0657 

62. 

4. 

a. 

4. 

a. 

4. 

Even in those cases where the Commission has allowed rate base 

treatment of post-test-year plant, has it done so for revenue producing 

plant? 

No. The Commission has consistently limited post-test year plant to non- 

revenue producing plant, specifically because of the inherent matching 

problem with revenue producing plant. 

Please discuss the other post-test-year project the Company is seeking 

recovery of. 

In December 2003, the Company made a determination that its existing 

chlorine gas system was malfunctioning, had become dangerous, and 

needed to be replaced. During the test year the Company took bids on 

the replacement, and the work was subsequently completed after the end 

of the test year. In its application, the Company estimated the completion 

cost at $69,590. The actual completed cost was $85,699. 

What are you recommending regarding the pro forma post-test-year plant? 

I recommend that the post-test-year line extensions be excluded from rate 

base. These plant items are revenue producing and will result in 

ratemaking mismatches. I recommend the rate base inclusion of the post- 

test-year chlorination system. While RUCO does not generally support 

post-test year plant, in this case there are safety issues involved, which 

warrant an exception to RUCO's policy. 
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3. 

A. 

What adjustment have you made? 

As shown on Schedule MDC-4, the net effect of disallowing the line 

extensions and increasing the cost of the chlorination system to actual 

cost is a $8,597 decrease in rate base. 

Rate Base Adjustment #3 - Accumulated Deferred Income Taxes 

a. 

4. 

3. 

4. 

Q. 

A. 

What amount of Accumulated Deferred Income Taxes (ADIT) has Black 

Mountain included in rate base? 

Black Mountain's requested rate base reflects a zero balance for ADIT. 

Why are there no ADIT balances; doesn't Black Mountain take advantage 

of accelerated tax depreciation? 

I asked the Company this question in RUCO data request 2.7. The 

Company responded that it files a consolidated tax return with its parent 

company, and that consolidated ADIT balances do reside on the parent 

company's books. However, ADIT is not recorded on Black Mountain's 

books. 

Is Black Mountain the only Arizona utility that files a consolidated tax 

return? 

No. Most of Arizona's large utilities, as well as many smaller utilities, have 

parent company structures and file consolidated tax returns. These 

include Arizona-American Water Company, Arizona Water Company, 

10 
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Arizona Public Service Company, Tucson Electric Power Company, and 

Qwest Corporation. 

62. 

4. 

62. 

4. 

Do these other utilities that file consolidated tax returns also omit their 

ADIT balances from their regulated rate bases? 

No. All of these utilities' rate bases include an allocated portion of the 

consolidated ADIT balance in their rate bases. The fact that Black 

Mountain files a consolidated tax return with its parent is not justification 

for failing to recognize Black Mountain's portion of the ADIT balances in 

rate base. If the filing of a consolidated tax return were justification for 

omitting ADIT from Black Mountain's rate base, it logically would follow 

that Income Tax Expense should be omitted from the Company's test year 

operating expenses. However, in the instant case the Company has 

included Black Mountain's allocated share of the consolidated income tax 

expense in its revenue requirement. All I am recommending is that the 

Company reflect the same type of allocation for its ADIT balances. 

What adjustment have you made? 

As shown on Schedule MDC-5, I have identified the consolidated ADIT 

balance for Algonquin as a whole, and then allocated a portion to Black 

Mountain based on the ratio of the purchase price of Black Mountain to 

Algonquin's total assets. These amounts were all obtained from 

Algonquin's 2004 Annual Report. The amounts shown in the Annual 
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Report are in Canadian dollars; therefore, as shown on line 6 of Schedule 

MDC-5, I have converted these amounts to American dollars. This results 

in a $161,250 decrease in Black Mountain's rate base for its allocated 

portion of ADIT. 

tate Base Adjustment #4 - Cash Working Capital 

1. 

4. 

1. 

4. 

Please discuss the Company's cash working capital request. 

The Company has computed a cash working capital requirement of 

$130,508. Black Mountain calculates this amount based on the formula 

method of determining cash working capital. The formula method 

assumes that there is an average lag of 45 days for operating 

maintenance and expenses, and an average lag of 15 days for purchased 

power expense. 

Do you agree with this methodology? 

In general, it is appropriate to use the formula method only for small utility 

companies. The formula method's major flaw is that it always generates a 

positive level of working capital, when in fact a full lead/lag study may 

reveal that a given utility's cash working capital is, in fact, negative. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

What set of circumstances will result in negative working capital? 

Negative working capital will result when revenues are received prior to 

expenses having to be paid (Le. when a utility has a revenue lead or a 

utility's expense lag exceeds its revenue lag). 

Does Black Mountain satisfy either of these criteria? 

Yes. Black Mountain's expense lag exceeds its revenue lag and, as a 

result, has a negative cash working capital requirement. 

Please explain. 

Black Mountain, unlike many utilities, bills for service prior to fully 

rendering the service. As shown on Schedule MDC-6, customers are 

required to pay for their service in a given month prior to receiving an 

entire month of service (bill due dates are on or around the 22nd of the 

month). The due date, when compared to the mid-point of the service 

period of the 15th, yields a revenue lag of approximately 7 or 8 days. The 

Company requests a 45-day lag period for its O&M expenses and a 15- 

day lag period for its purchased power. As shown on Schedule MDC-6, 

page 2, this amounts to an average expense lag of approximately 43 

days. Thus, in this case the Company's expense lag of 43 days exceeds 

its revenue lag of 8 days. Because ratepayers provide payment for their 

sewer service prior to when the utility must pay its bills, ratepayers have 
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2. 

4. 

already provided the Company with cash working capital in the form of 

prepayments. 

What amount of cash working capital are you recommending? 

As shown on Schedule MDC-6, page 1, I am recommending negative 

working capital of $87,253, which requires a $217,761 decrease to the 

level requested by the Company. While this adjustment is primarily 

attributable to the Company's faiture to consider its prepayment policy in 

its cash working capital request, some of the adjustment is attributable to 

the difference in the Company's recommended expense levels vs. 

RUCO's. 

?ate Base Adjustment #5 - Capitalized Expenses 

2. 

4. 

a. 
9. 

Please discuss rate base adjustment #5. 

This adjustment increases rate base by $6,693 to include two plant items 

that the Company expensed during the test year that should more 

appropriately be capitalized. This adjustment is more fully discussed in 

the testimony of William A. Rigsby. 

Does this conclude your direct testimony? 

Yes. 
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Qualifications of Marylee Diaz Cortez 

E D U CAT10 N : University of Michigan, Dearborn 
B.S.A., Accounting 1989 

CERTIFICATION: Certified Public Accountant - Michigan 
Certified Public Accountant - Arizona 

EXPERIENCE: Audit Manager 
Residential Utility Consumer Office 
Phoenix, Arizona 85007 
July 1994 - Present 

Responsibilities include the audit, review and analysis of public 
utility companies. Prepare written testimony, schedules, financial 
statements and spreadsheet models and analyses. Testify and 
stand cross-examination before Arizona Corporation Commission. 
Advise and work with outside consultants. Work with attorneys to 
achieve a coordination between technical issues and policy and 
legal concerns. Supervise, teach, provide guidance and review the 
work of subordinate accounting staff. 

Senior Rate Analyst 
Residential Utility Consumer Office 
Phoenix, Arizona 85004 
October 1992 -June 1994 

Responsibilities included the audit, review and analysis of public 
utility companies. Prepare written testimony and exhibits. Testify 
and stand cross-examination before Arizona Corporation 
Commission. Extensive use of Lotus 123, spreadsheet modeling 
and financial statement analysis. 

Auditor/Regulatory Analyst 
Larkin & Associates - Certified Public Accountants 
L ivo n ia , Michigan 
August 1989 - October 1992 

Performed on-site audits and regulatory reviews of public utility 
companies including gas, electric, telephone, water and sewer 
throughout the continental United States. Prepared integrated 
proforma financial statements and rate models for some of the 
largest public utilities in the United States. Rate models consisted 



of anywhere from twenty to one hundred fully integrated schedules. 
Analyzed financial statements, accounting detail, and identified and 
developed rate case issues based on this analysis. Prepared 
written testimony, reports, and briefs. Worked closely with outside 
legal counsel to achieve coordination of technical accounting 
issues with policy, procedural and legal concerns. Provided 
technical assistance to legal counsel at hearings and depositions. 
Served in a teaching and supervisory capacity to junior members of 
the firm. 

RESUME OF RATE CASE AND REGULATORY PARTICIPATION 

Utility Company Docket No. Client 

Potomac Electric Power Co. Formal Case No. 889 Peoples Counsel 
of District of 
Columbia 

Puget Sound Power & Light Co. Cause No. U-89-2688-T U.S. Department 
of Defense - Navy 

Northwestern Bell-Minnesota P-421 /El-89-860 

Florida Power & Light Co. 

Gulf Power Company 

89031 9-El 

890324-El 

Consumers Power Company Case No. U-9372 

Equitable Gas Company 

Gulf Power Company 

R-911966 

891 345-El 

Minnesota 
Department 
of Public Service 

Florida Office of 
Public Counsel 

Florida Office of 
Public Counsel 

Michigan Coalition 
Against Unfair 
Utility Practices 

Pennsylvania 
Public Utilities 
Commission 

Florida Office of 
Public Counsel 

2 



Jersey Central Power & Light 

Green Mountain Power Corp. 

Systems Energy Resources 

El Paso Electric Company 

Long Island Lighting Co. 

Pennsylvania Gas & Water Co. 

ER881109RJ 

5428 

ER89-678-000 & 
EL90-16-000 

91 65 

90-E-I 185 

R-911966 

Southern States Utilities 900329-WS 

Central Vermont Public Service Co. 549 1 

Detroit Edison Company Case No. U-9499 

Systems Energy Resources FA-89-28-000 

Green Mountain Power Corp. 5532 

United Cities Gas Company 1 76-7 1 7-U 

New Jersey 
Department of 
Public Advocate 
Division of Rate 
Counsel 

Vermont 
Department 
of Public Service 

Mississippi Public 
Service 
Commission 

City of El Paso 

New York 
Consumer 
Protection Board 

Pennsylvania 
Office of 
Consumer 
Advocate 

Florida Office of 
Public Counsel 

Vermont 
Department 
of Public Service 

City of Novi 

Mississippi Public 
Service 
Commission 

Vermont 
Department 
of Public Service 

Kansas 
Corporation 
Commission 
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General Development Utilities 91 1030-WS & 
911067-WS 

Hawaiian Electric Company 6998 

Indiana Gas Company Cause No. 39353 Indiana Office of 
Consumer 
Counselor 

Wheeling Power Co. 

Jersey Central Power & Light Co. 

Florida Office of 
Public Counsel 

Pennsylvania American Water Co. R-00922428 

Golden Shores Water Co. 

Consolidated Water Utilities 

Sul p h u r Springs Val ley 
Electric Cooperative 

North Mohave Valley 
Corporation 

Graham County Electric 
Cooperative 

U.S. Department 
of Defense - Navy 

Pennsylvania 
Office of 
Consumer 
Advocate 

Case No. 90-243-E-42T West Virginia 
Public Service 
Commission 
Consumer 
Advocate 
Division 

EM891 10888 

U-I 81 5-92-200 

E-I 009-92-1 35 

U-I 575-92-220 

U-2259-92-318 

U-I 749-92-298 

New Jersey 
Department 
of Public Advocate 
Division of Rate 
Counsel 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Off ice 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Off ice 
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Graham County Utilities U-2527-92-303 Residential Utility 
Consumer Off ice 

Consolidated Water Utilities E-I 009-93-1 10 Residential Utility 
Consumer Office 

Litchfield Park Service Co. U-1427-93-156 & 
U-1428-93-156 

Residential Utility 
Consumer Off ice 

Pima Utility Company U-2199-93-22 1 & 
U-2199-93-222 

Residential Utility 
Consumer Off ice 

Arizona Public Service Co. U-1345-94-306 Residential Utility 
Consumer Off ice 

Paradise Valley Water U-1303-94-182 Residential Utility 
Consumer Off ice 

Paradise Valley Water U-1303-94-310 & 
U-1303-94-401 

Residential Utility 
Consumer Off ice 

Pima Utility Company u-2199-94-439 Residential Utility 
Consumer Office 

SaddleBrooke Development Co. U-2492-94-448 Residential Utility 
Consumer Off ice 

Boulders Carefree Sewer Corp. U-2361-95-007 Residential Utility 
Consumer Office 

Rio Rico Utilities U-2676-95-262 Residential Utility 
Consumer Office 

Rancho Vistoso Water 

Arizona Public Service Co. 

U-2342-95-334 Residential Utility 
Consumer Office 

U-1345-95-491 Residential Utility 
Cons u mer Offi ce 

Citizens Utilities Co. E-I 032-95-473 Residential Utility 
Consumer Office 

Citizens Utilities Co. E-1 032-95-41 7 et al. Residential Utility 
Consumer Office 
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U-I 303-96-283 & 
U-I 303-95-493 

Residential Utility 
Consumer Office 

Paradise Valley Water 

Far West Water Residential Utility 
Consumer Off ice 

U-2073-96-531 

Residential Utility 
Consumer Off ice 

Southwest Gas Corporation U-’I 551 -96-596 

Residential Utility 
Consumer Off ice 

Arizona Telephone Company T-2063A-97-329 

Residential Utility 
Consumer Office 

Far West Water Rehearing W-0273A-96-053 1 

Residential Utility 
Consumer Office 

Sadd leB roo ke Utility Company W-02849A-97-0383 

Residential Utility 
Consumer Off ice 

Vail Water Company W-01651A-97-0539 & 
W-01651 B-97-0676 

Residential Utility 
Consumer Off ice 

Black Mountain Gas Company G-Ol97OA-98-0017 
Northern States Power Company G-03493A-98-0017 

Residential Utility 
Consumer Off ice 

Paradise Valley Water Company W-01303A-98-0678 
Mummy Mountain Water Company W-01342A-98-0678 

Residential Utility 
Consumer Office 

Bermuda Water Company W-01812A-98-0390 

Residential Utility 
Consumer Off ice 

Bella Vista Water Company W-02465A-98-0458 
Nicksville Water Company W-0 1 602A-98-0458 

Residential Utility 
Consumer Off ice 

Paradise Valley Water Company W-01303A-98-0507 

Residen tial Utility 
Consumer Office 

Pima Utility Company SW-02199A-98-0578 

Residential Utility 
Cons u mer Offi ce 

Far West Water & Sewer Company WS-03478A-99-0144 
Interim Rates 
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Vail Water Company W-01651 B-99-0355 
Interim Rates 

Residential Utility 
Consumer Off ice 

WS-03478A-99-0144 Residential Utility 
Consumer Off ice 

Far West Water & Sewer Company 

Sun City Water and Sun City West W-01656A-98-0577 & 
SW -02334A-98-0577 

Residential Utility 
Con su mer Off ice 

Southwest Gas Corporation 
ONEOK, Inc. 

G-O1551A-99-0112 
G-037 I 3A-99-0112 

Residential Utility 
Consumer Office 

T-02724A-99-0595 Residential Utility 
Consumer Office 

Table Top Telephone 

U S West Communications 
Citizens Utilities Company 

T-01051 B-99-0737 
T-01954B-99-0737 

Residential Utility 
Consumer Off ice 

E-01 032C-98-0474 Residential Utility 
Consumer Office 

Citizens Utilities Company 

Southwest Gas Corporation G-01551A-00-0309 & 
G-01551A-00-0127 

Residential Utility 
Consumer Off ice 

T-010726-00-0379 Residential Utility 
Consumer Office 

Southwestern Telephone Company 

Arizona Water Company W-01445A-00-0962 Residential Utility 
Consumer Office 

W-0 1 427A-0 I -0487 & 
SW-01428A-01-0487 

Residential Utility 
Consumer Office 

Litchfield Park Service Company 

Bella Vista Water Co., Inc. W-02465A-01-0776 Residential Utility 
Consumer Office 

Generic Proceedings Concerning 
Electric Restructuring Issues 

E-00000A-02-005 1 Residential Utility 
Consumer Office 

Arizona Public Service Company E-01 345A-02-0707 Residential Utility 
Consumer Off ice 

RT-00000F-02-0271 Residential Utility 
Consumer Off ice 

Qwest Corporation 
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Arizona Public Service Company 

Citizens/UniSource 

Arizona-American Water Company 

Arizona Public Service Company 

UniSource 

Arizona Public Service Company 

Qwest Corporation 

Tucson Electric Power Company 

Arizona-American Water Company 

Southwest Gas Corporation 

~ Arizona-American Water Company 

Arizona-American Water Company 

Arizona Public Service Company 

E-01 345A-02-0403 

G-01032A-02-0598 
E-01 032C-00-0751 
E-0 1 933A-02-09 14 
E-01 302C-02-0914 
G-01302C-02-0914 

WS-01303A-02-0867 

E-01 345A-03-0437 

E-04230A-03-0933 

E-01 345A-04-0407 

T-01051 B-03-0454 & 
T-00000D-00-0672 

E-01 933A-04-0408 

W-I 303A-05-0280 

G-01551 A-04-0876 

W-l303A-05-0405 

W-l303A-05-0718 

E-01 345A-06-0009 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Off ice 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Off ice 

Residential Utility 
Consumer Off ice 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Off ice 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 
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3. 

4. 

2. 

4. 

2. 

I. 

1. 

4. 

Please state your name for the record. 

My name is Marylee Diaz Cortez. 

Have you previously filed testimony in this docket? 

Yes. I filed direct testimony on September 5, 2003. 

What is the purpose of your surrebuttal testimony? 

In my surrebuttal testimony I will respond to the positions and arguments 

set forth by the Black Mountain Sewer witnesses in their rebuttal 

testimonies. I will reaffirm RUCO’s recommendations as set forth in my 

direct testimony. 

What areas will you address in your surrebuttal testimony? 

I will address the following issues in my surrebuttal testimony: 

* Scottsdale Wastewater Treatment Capacity 

Post-Test-Year Plant in Service 

Accumulated Deferred Income Taxes 

* 

* 

* Cash Working Capital 

* Capitalized Expenses 

RUCO witness William Rigsby will address the operating income issues, 

cost of capital, and rate design. 

1 
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WTE BASE 

kottsdale Wastewater Treatment Capacity 

3. 

4. 

1. 

4. 

Please discuss the Company's rebuttal comments pertaining to your 

Scottsdale Capacity adjustment. 

The Company opposes RUCO's recommendation that the Scottsdale 

Wastewater Treatment Capacity should be recognized in rates for what it 

is - an asset and a liability. The Company further opines that since the 

Commission authorized a hypothetical "operating lease" ratemaking 

treatment in a prior Boulders Carefree Sewer rate case that the same 

methodology should be applied to Black Mountain Sewer Company in the 

future. 

Do you agree with this logic? 

No. Black Mountain Sewer Company is an entirely different company, 

with different ownership and an entirely different capitalization. 

Furthermore in a generic sense, a Commission order is only applicable 

until superceded by a subsequent order. The Commission is not locked 

into its prior decision on a going forward basis, particularly not when 

circumstances have greatly changed. This is why companies have rate 

cases, so rates can be properly adjusted to reflect the company's current 

circumstances. Black Mountain's rebuttal argument that it is somehow 

precluded from revisiting the Scottsdale Capacity issue in the context of 

this rate case is without merit. The purpose of a rate case is exactly 

2 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

iurrebuttal Testimony of Marylee Diaz Cortez 
)ocket No. SW-02361A-05-0657 

contrary to that notion. A rate case examines a company's ratemaking 

elements and sets fair and reasonable rates based on that examination. 

To the extent those ratemaking elements include a hypothetical "operating 

lease" that should also be included in the ratemaking analysis. 

1. 

I. 

Does continuation of the hypothetical "operating lease" ratemaking make 

any sense for this company at this time? 

No. As discussed in my direct testimony, this methodology is 

inappropriate for Black Mountain Sewer Company. When Algonquin 

acquired the Boulders Carefree Sewer stock, it acquired certain assets, 

one of which is the Scottsdale Treatment Capacity. The instant case is 

Black Mountain's first request for rates, and those rates should be set 

utilizing the appropriate ratemaking treatment for assets and liabilities. 

Despite the Company's rebuttal arguments, it has never been the 

Commission's policy to blindly adhere to its previous decisions and ignore 

current circumstances and conditions. 

Post -Tes t -Y e a r PI ant 

a. 

A. 

Please discuss the Company's rebuttal comments regarding Post-Test- 

Year Plant. 

The Company agrees with RUCO's adjustment that restates the estimated 

cost of the post-test-year chlorinator to reflect its actual cost. The 

Company also has agreed to remove from its post-test-year request 

3 
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certain line extension costs that were incurred after the end of the test 

year. 

kcumulated Deferred Income Taxes 

1. 

A. 

1. 

4. 

What rebuttal comments does the Company make regarding your 

Accumulated Deferred Income Tax adjustment? 

The Company first states that it accepts the Staff proposed deferred 

income tax adjustment, which computes a deferred tax asset that 

increases the Company's rate base. Black Mountain then rejects my 

proposed adjustment, which computes a deferred tax liability that reduces 

the rate base. 

Please compare the Staffs deferred tax calculation to RUCO's calculation. 

First, both the Staff and RUCO proposed deferred tax calculations that 

were necessitated by the fact that the Company made no deferred tax 

calculation and simply omitted deferred taxes from its proposed rate base. 

However, the similarity stops there. The Staff adjustment is based on 

information originally conveyed in response to a RUCO data request, and 

further followed up by the Staff. The Company's response to the request 

identifies a purported net deferred tax asset. The nature of utility income, 

assets, and liabilities is that these businesses almost unfailingly create net 

deferred tax liabilities. The fact that the Company had originally omitted 

any recognition of deferred taxes and then identified a deferred tax asset 

4 
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only when questioned, created a degree of skepticism that caused me to 

look to independent sources to validate this information. 

1. 

9. 

1. 

4. 

2. 

9. 

Q. 

What independent source did you look to? 

I looked at Algonquin Power's 2004 Annual Report. The financial 

statements within that report are audited reports and are therefore reliable. 

The report at page 43 contains a detailed itemization of deferred tax 

assets and liabilities, and clearly identifies a net tax liability. 

Does the Company explain why it objects to information obtained from its 

audited financial statements being used in this rate case? 

No. The Company offers no explanation for why it believes RUCO should 

have relied on an amount provided in data requests over those contained 

in its audited financial statements. 

What other arguments does the Company make on this issue? 

The Company further argues that it believes RUCO's deferred tax 

calculation is "contrary" to Statement of Financial Accounting Standard 

(SFAS) 109. 

What aspect of SFAS 109 does the Company believe RUCO's 

recommended adjustment is "contrary" to? 

5 
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\. 

1. 

4. 

2. 

1. 

The Company does not identify why it believes RUCO's recommendation 

is "contrary" to SFAS 109. 

Are you familiar with SFAS 109? 

Yes. SFAS 109 is the accounting standard applicable to deferred income 

taxes. 

Is there anything in SFAS 109 that is "contrary" to your recommended 

deferred income tax adjustment? 

No. However, my review of SFAS 109 revealed that the Company's 

original treatment of deferred income taxes (omitting recognition of them 

altogether) is in fact contrary to SFAS 109, which requires the following: 

The consolidated amount of current and deferred income for 
a group that files a consolidated tax return shall be 
allocated among the members of the group when those 
members issue separate financial statements. This 
Statement does not require a single allocation method. 
The method adopted, however, shall be systematic, rational, 
and consistent with the broad principles established by this 
statement.. . 

Examples of methods that are not consistent with the broad 
principles of this Statement include: 
a. A method that allocates only current taxes payable 
to a member of the group that has taxable temporary 
difference [emphasis added] 
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The Company's filing is in fact contrary to SFAS 109 because it does 

include a provision for current income taxes but not for deferred income 

taxes. 

2. 

4. 

Do any of the Company's rebuttal comments affect your recommended 

deferred income tax adjustment? 

No. The Company only presents two arguments, 1) that RUCO should 

have utilized data provided in a data request rather than from the 

Company's audited financial statements, and 2) that RUCO's allocation 

methodology is contrary to SFAS 109. As just discussed, both arguments 

are without merit. 

:ash Working Capital 

1. 

4. 

Please discuss the Company's rebuttal comments pertaining to cash 

working capital. 

The Company's rebuttal comments to this issue are limited to a single 

comment that RUCO estimated the leads and lags used in its working 

capital calculation and concludes that therefore "the working capital 

amount computed by RUCO is pure speculation." 

How did you calculate the leads and lags contained in your cash working 

capital calculation? 

7 
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\. 

2. 

4. 

Contrary to the Company's testimony that the leads and lags used in my 

cash working capital calculation were "estimates" and "pure speculation,'' I 

calculated the revenue lead days based on actual customer bills showing 

the service period, bill date, and payment due date. The expense lags 

were not estimates either. I utilized the very same expense lags that the 

Company used in its cash working capital calculation, so these amounts 

should not be in contention. 

Is it still your position that Black Mountain has a negative cash working 

capital requirement? 

Yes. The Company receives its revenues prior to having to pay its 

expenses, thus, ratepayers are funding the Company's cash working 

capital needs. The Company has presented no evidence or argument in 

its rebuttal testimony that negates this fact. 

Sapitalized Expenses 

3. Please discuss the Company's rebuttal comments pertaining to your 

capitalized expense adjustment. 

The Company states that it agrees with the portion of RUCO's adjustment 

that capitalizes safety equipment, but does not agree with the portion 

related to training on the safety equipment and legal fees associated with 

an operating agreement with the Town of Carefree. 

4. 
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2. 

4. 

I. 

4. 

Do you still believe the appropriate accounting treatment for these two 

expenses is capitalization? 

Yes. The costs for training people on the new safety equipment is a cost 

of putting those assets in place, and accordingly under GAAP accounting, 

are required to be capitalized along with the safety equipment. Likewise, 

the legal fees associated with franchises and operating agreements with 

state and local government entities are required under the Uniform 

System of Accounts to be capitalized in account 352 - Franchises. RUCO 

continues to recommend capitalization of these two expenses. 

Does this conclude your surrebuttal testimony? 

Yes. 

9 
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NTRODUCTION 

2. 

4. 

2. 

4. 

2. 

4. 

... 

Please state your name, occupation, and business address. 

My Name is William A. Rigsby. I am a Public Utilities Analyst V employed 

by the Residential Utility Consumer Office (“RUCO”) located at 1 I10  W. 

Washington, Suite 220, Phoenix, Arizona 85007. 

Please state your educational background and your qualifications in the 

field of utilities regulation. 

Appendix I, which is attached to this testimony, describes my educational 

background and also includes a list of the rate cases and regulatory 

matters that I have been involved with. 

What is the purpose of your testimony? 

The purpose of my testimony is to present recommendations that are 

based on my analysis of Black Mountain Sewer Corporation’s (“BMSC” or 

“Company”) application requesting permanent rate relief (“Application”). 

BMSC’s Application was filed with the Arizona Corporation Commission 

(“ACC” or “Commission”) on September 16, 2005. The Company has 

chosen the period ended December 31, 2004 as the test year for this 

proceeding. 

1 
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Q. 

A. 

Q. 

9. 

Briefly describe BMSC. 

BMSC provides wastewater and effluent water services to customers in 

the Town of Carefree, which is ten miles north of the City of Scottsdale in 

Maricopa County. During the test year, BMSC provided service to 

approximately 1,957 customers of which 1,836 were residential ratepayers 

and the remaining 121 were commercial establishments. The Company is 

a wholly owned subsidiary of Algonquin Water Resources of America, 

which, as described in the Company’s Application, is an indirect wholly 

owned subsidiary of the Algonquin Power Income Fund (“Algonquin Fund” 

or “Parent”), a mutual fund which is listed on the Toronto Stock Exchange. 

Prior to being acquired by the Algonquin Fund, the Company operated 

under the name of Boulders Carefree Sewer. 

What effects does the ownership structure of BMSC have on the 

Company’s operating expenses? 

Certain expense items that are commonly found on the income statements 

of water and wastewater operations are absent on BMSC’s income 

statement as a result of the ownership structure. This includes salaries 

and wage expense and income tax expense. The Company’s parent 

charges BMSC contractual service fees for items such as professional 

services, labor, administrative & accounting staff, testing services and 

management at the local and corporate levels. Consequently, the 

Company’s parent has a large measure of control over the amounts that 

2 
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a. 
\. 

a. 

4. 

a. 

4. 

.. 

are charged for contractu I ervice xpen e Given the fact that the 

Company’s parent has direct control on any markup for performing these 

services, the potential exists to manipulate BMSC’s bottom line operating 

income. 

What issues will you address in your direct testimony? 

I will address the issues related to RUCO’s recommended levels of 

operating revenue, operating expense and RUCO’s recommended rate 

design for BMSC. 

Will you also address the issues related to RUCO’s recommended rate 

base in this proceeding? 

No that aspect of the case will be handled by RUCO witness Marylee Diaz 

Cortez, CPA. 

Did you perform a cost of capital analysis to determine a recommended 

rate of return on the Company’s invested capital? 

Yes, I did. I have also filed, under separate cover, direct testimony on the 

cost of capital issues associated with this proceeding. 
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62. 

4. 

Q. 

4. 

Q. 

A. 

Please describe how you conducted your analysis of BMSC’s Application. 

I reviewed BMSC’s Application and analyzed various accounting records 

that were provided to RUCO by the Company. During the course of my 

audit, I also obtained copies of various documents available on the 

Internet and copies of documents that are kept on file at the ACC. Other 

pertinent information and source documents were collected through a 

series of written data requests submitted to the Company. After compiling 

the aforementioned information and materials, I performed an analysis 

that provided additional insight into the Company’s required revenue and 

rate design proposals. The recommendations on operating revenue, 

operating expenses and rate design in this testimony are based on the 

results of my analysis. 

Please identify the exhibits that you are sponsoring. 

I am sponsoring Schedules WAR-1 through WAR-13. 

Does your silence on any of the issues or matters addressed in the 

Company’s Application constitute RUCO’s acceptance of the Company’s 

position on such issues or matters? 

No, it does not. 
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SUMMARY OF TESTIMONY AP.D RECOMMENDATIOb S 

Q. Please summarize the recommendations and adjustments that you 

address in your testimony on operating revenues and operating expenses. 

My testimony will address the following issues: A. 

Operating Revenue and Expense: 

Remove Operatinq Lease Expense - This adjustment removes $1 89,622 

in pro-forma expense associated with an operating lease payment. The 

adjustment is part of RUCO witness Marylee Diaz Cortez’s 

recommendation that the purchased treatment capacity should 

appropriately be reflected as an asset, as opposed to an operating lease. 

Capitalize Test Year Expense Items - This adjustment capitalizes $6,693 

in costs related to an operating agreement between the Company and the 

Town of Carefree, and the installation of safety equipment, during the test 

year. 

Normalize Manaqement Fees - This adjustment normalizes management 

fees based on the amounts charged during the last five months of the test 

year. 

Remove Lonq-Distance Charqes - The adjustment removes certain long- 

distance phone charges unrelated to BMSC operations, which were 
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incorrectly included in the Company-proposed level of test year 

miscellaneous expense. 

Amortization of Rate Case Expense - This adjustment reflects RUCO’s 

preliminary estimated rate case expense for the instant proceeding. 

RUCO’s final estimate will be presented during the evidentiary hearing 

after the majority of the Company’s rate case expense has been 

tabulated. 

Depreciation & Amortization Expense - This adjustment calculates the 

Company’s depreciation and amortization expense on a going forward 

basis. The adjustment also includes the 20-year amortization of the 

purchased treatment capacity from the City of Scottsdale. 

Property Tax Expense - This adjustment calculates the appropriate level 

of property tax expense using the Arizona Department of Revenue’s 

(“ADOR) approved formula for calculating water utilities’ property tax 

liabilities. 

Income Tax Expense - This adjustment calculates the appropriate level of 

federal and state income tax expense given RUCO’s recommended level 

of operating income. 
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Rate Design: 

RUCO is recommending that the current rate design be retained, and that 

the current charges be revised in order to generate RUCO’s 

recommended level of operating revenue. 

REVENUE REQUIREMENTS 

a. Please summarize the results of your analysis of BMSC’s revenue 

require men ts . 

Based on the results of my audit, I am recommending that the level of 

revenue be increased by no more than $5,470 for BMSC (Schedule WAR- 

1 ). RUCO’s supporting original cost rate base (“OCRB”) detail (Schedule 

MDC-1) is based on the original costs that BMSC has agreed to accept as 

the Company’s fair value rate base. Schedule WAR-1 displays my 

recommended adjusted operating income of $1 25,730. Schedule WAR-2 

includes supporting detail for my operating income figures. 

4. 

OVERVIEW OF THE FILING 

Q. 

A. 

Please describe BMSC’s rate application. 

BMSC is requesting a rate increase of $163,279 or a 13.52 percent 

increase over adjusted operating revenues of $1,207,740 recorded during 

the test year. 

The Company is also seeking increases in a number of operating expense 

items which include purchased wastewater treatment, purchased power, 
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chemicals, regulatory expense and payments on a Company-proposed 

operating lease as well as increases in the Company’s depreciation 

expense, and taxes. As I explained earlier in my testimony, three of the 

Company’s operating expenses associated with professional services, 

testing and other services, are provided contractually through Algonquin 

Water Services, a subsidiary of Algonquin Water Resources of America, a 

company which has a large measure of control over the final amounts 

billed to BMSC. 

OPERATING INCOME 

Operating Adjustment #I - Remove Operating Lease Expense 

Q. 

A. 

Q. 

A. 

Why have you removed the $189,622 Scottsdale Capacity (Operating 

Lease) expense that the Company is seeking? 

The removal of the Company-proposed Scottsdale Capacity (Operating 

Lease) expense is a result of the rate base adjustments being 

recommended by RUCO witness Marylee Diaz Cortez, CPA. Ms. Diaz 

Cortez is recommending that purchased treatment capacity from the City 

of Scottsdale be treated as a utility asset, as opposed to an operating 

lease, and be included in rate base. 

What specifically does your adjustment remove? 

The adjustment removes the full amount of the Company-proposed 

operating lease expense, which includes debt service on two inter- 
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Q. 

4. 

company loans. In addition to the normal debt semi nts of 

principal and interest, the Company’s consultant has also included a 

gross-up adjustment on the principal portion of the loan. The loans have 

been booked as an inter-company payable, and appear as a liability (i.e. 

payables to associated companies) on the Company’s balance sheet. 

Will your adjustment provide BMSC with the opportunity to recover the 

loan proceeds that have been booked as an inter-company payable? 

Yes it will. Under Ms. Diaz Cortez’s rate base recommendation, the 

Company will fully recover the inter-company loans. The purchased 

treatment capacity will be treated as a utility asset and included in rate 

base, which will entitle the Company to earn the Commission-approved 

rate of return on it. BMSC will fully recover the principal portion of the loan 

through RUCO’s recommended level of depreciation and amortization 

expense and will have the opportunity to recover the interest associated 

with the loan as a below-the-line expense that will reduce the Company’s 

income tax liability. Under Ms. Diaz Cortez’s rate base recommendation, 

there is no need for the Company consultant’s gross-up adjustment on the 

principal portion of the loans since the loans, and the asset (Le. Scottsdale 

treatment capacity) that were purchased by BMSC will be treated as they 

would under normal ratemaking practice. As I will explain in more detail in 

my cost of capital testimony, the inter-company loans will be treated as 
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long-term debt in the Company’s capital structure, as opposed to the 

Company-proposed capital structure of I00 percent common equity. 

Dperating Adjustment #2 - Capitalize Test Year Expense Items 

2. 

A. 

Please explain your adjustment that capitalizes certain test year expense 

items. 

My adjustment capitalizes $6,693 in test year expenses related to two 

separate test year items. The first item concerns $3,228 in legal expenses 

related to an operating agreement between the Company and the Town of 

Carefree. BMSC stated that negotiations on the matter were coming to a 

close, and that the Company expected the agreement to be approved in 

February 2006. RUCO has capitalized the legal costs booked during the 

test year and is recommending that the capitalized amount of $3,228 be 

recorded in Account No. 352, Franchises, as a non-depreciable plant-in- 

service item. The second item deals with the $3,465 cost of purchasing, 

installing, and providing training on confined space entry and rescue 

equipment during the test year. RUCO is recommending that the $3,465 

amount also be treated as plant-in-service and recorded in Account No. 

389, Other Plant and Misc. Equipment. The cost of both items exceeded 

the Company’s $250 threshold for determining what should be expensed 

and what should be capitalized. 
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Operating Adjustment #3 - Normalize Management Fees 

Q. What does your $24,500 adjustment to the Company’s Contractual 

Services - Professional expense represent? 

The negative $24,500 adjustment represents the difference between the 

$18,000 normalized level of management fees that RUCO is 

recommending, and the $42,500 amount of Company adjusted 

management fees that were booked into BMSC’s general ledger during 

the test year ($18,000 normalized management fee expense - $42,500 

booked management fee expense = ($24.500) RUCO adjustment). This 

can be viewed in detail in Schedule WAR-4. 

A. 

Q. How did you arrive at RUCO’s $18,000 recommended level of 

management fee expense for BMSC? 

I normalized the amount of management fees being charged to BMSC in 

order to arrive at RUCO’s recommended level of management fee 

expense of $18,000 per year. The normalization is based on the amount 

of management fees that were charged to BMSC during the last five 

months of the test year. As recorded in the Company’s test year general 

ledger, BMSC was billed $1,500 for August through December of 2004. 

This works out to an annual level of expense of $18,000 ($1,500 per 

month X 12 months = $1 8.000). The Company had charged $5,000 per 

month from January through October, but made adjusting entries of 

$3,500 for the months of August, September and October. These 

A. 
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Q. 

A 

adjusting entries lowered the $5,000 per month management fee charged 

during August, September and October to the $1,500 amount charged 

during November and December. 

Has the Company proposed a similar normalization adjustment? 

Yes. The Company performed a similar normalization in order to arrive at 

its test year level of $1 56,742 in contract operating fees charged to BMSC. 

Operating Adjustment #4 - Remove Long-Distance Charges 

Q. Please explain RUCO’s adjustment, which removes $520 from the 

Company-proposed level of miscellaneous expense. 

As exhibited in Schedule WAR-5, the adjustment removes long-distance 

phone charges for calls made to various locations in Texas. The 

Company stated that the calls were incorrectly included in the Company- 

proposed test year level of miscellaneous expense. 

A. 

Operating Adjustment #5 - Depreciation and Amortization Expense 

Q. 

A. Yes. The calculation is exhibited in Schedule WAR-6. I have calculated a 

full year of depreciation and amortization expense based on RUCO’s 

recommended levels of test year plant balances. 

Have you calculated depreciation and amortization expense? 

12 
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Q. 

A. 

How did you calculate your recommended level of depreciation and 

amortization of contributions in aid of construction (“CIAC”) expense for 

BMSC? 

As exhibited in Schedule WAR-6, my recommended level of depreciation 

expense was calculated by applying the Company-proposed rates of 

depreciation to RUCO’s adjusted plant account balances. As noted 

earlier, my recommended figure of $1 86,655 also includes amortization 

expense on the purchased treatment capacity. My recommended level of 

amortization of ClAC was calculated by applying the Company-proposed 

4.0322 percent composite rate of amortization to RUCO’s adjusted level of 

ClAC in order to arrive at the proper amount of amortization of ClAC to be 

deducted from the Company’s depreciation expense. 

Operating Adjustment #6 - Property Tax Expense 

Q. 

A. 

... 

Is RUCO recommending an adjustment to the Company-proposed levels 

of property tax expense for BMSC? 

Yes. My adjustment, exhibited in Schedule WAR-7, decreases the 

Company-proposed level of property tax expense by $10,335. The 

property tax calculation was made using the currently effective ADOR 

formula. 
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Q. 

A. 

Q. 

A. 

Please explain the basis of RUCO’s adjustment to property tax expense 

for BMSC. 

In a number of cases argued before the Commission, RUCO has 

consistently maintained that the use of historical revenues in the ADOR 

formula, as the formula dictates, is the best estimate of future property 

taxes. RUCO is thoroughly convinced that this is the proper way to 

measure property tax, now that actual post-test year property tax is known 

and comparisons can be made. 

In this case, the comparison of actual property tax for 2005 to the 

estimates using the ADOR recommended revenues and the Company’s 

recommended revenues illustrates that the use of ADOR’s formula is far 

more accurate. 

How does the methodology used by BMSC vary from the ADOR formula? 

BMSC has varied the ADOR formula by using, for valuation purposes, two 

years of adjusted revenues plus one year of Company-proposed 

revenues. The property tax formula, as prescribed by ADOR’s memo of 

January 3, 2001, determines the Full Cash Value (“FCV) of water utilities, 

for property tax purposes, by multiplying the average of the three previous 

years of reported gross revenues of the Company by a factor of two. 

14 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

~ 

Direct Testimony of William A. Rigsby 
Docket No. SW-02361A-05-0657 

Q. 

A. 

Q. 

4. 

What is the result of BMSC’s calculation of the property tax pro-forma 

adjustment? 

The result is a FCV, which will likely allow BMSC to over-earn based on 

the Company’s expected property tax expense. Among the goals of 

ADOR was to arrive at a forward looking valuation formula that would 

produce predictable figures, logical results and minimize the tax impact 

from the previous year. 

Can you provide evidence that demonstrates that RUCO’s calculation is 

more appropriate? 

Yes, I can. The evidence in this case attests to the accuracy of RUCO’s 

calculation. Using ADOR’s formula, RUCO recommended property tax 

expense for 2005 is $35,410 and the Company’s requested level for 

property tax expense is $45,745. By comparison, BMSC’s actual property 

tax assessed by ADOR for 2005 is $31,949, thus the ADOR formula 

results in a more accurate level of property tax expense than does the 

Company’s “modified” formula. 

It is unlikely that the Company will generate revenues consistent with its 

estimates in the near future. BMSC would be over-collecting the property 

tax expense for a number of years before the actual assessment would 

catch up to the Company’s 2005 projected revenue. In the meantime, 

BMSC will be recovering the Company’s property tax expense based on 

an inflated revenue projection. 
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2. 

4. 

3. 

4. 

When will BMSC pay the property tax impacted by the changes in 

revenues approved in this rate case? 

Assuming that rates go into effect in mid 2006, it will not be until the end of 

2007 before BMSC will have one full year of operating revenues at the 

new rates. 

The Company will pay property taxes for the tax-year 2007 semi-annually, 

with the first payment coming due in October 2007, and the final payment 

due in 2008. 

What action is RUCO taking to promote its position and establish 

acceptance of its recommendation on how to implement the ADOR 

formula? 

Since the property tax formula, as prescribed by ADOR, was in a memo 

dated January 3, 2001, and requires the use of two historical years of 

revenue, the full ramification of the ADOR formula will not take effect until 

the 2005 assessment with that property tax expense final payment due in 

early 2006. 

Therefore, RUCO is continuing to gather evidence on the appropriateness 

of the ADOR formula to accurately project future property taxes for 

ratemaking purposes. RUCO asserts the data will further demonstrate 

that its property tax arguments are correct. For these reasons RUCO 
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believes that the Commission should adopt my recommended level of 

property tax expense. 

Operating Adjustment #7 - Income Tax Expense 

Q. Have you calculated income tax expense based on RUCO’s 

recommended adjusted operating income for BMSC? 

A. Yes. This adjustment is shown on Schedules WAR-8. The adjustment 

uses the synchronized interest method for calculating the level of interest 

expense to be deducted from income taxes. 

Operating Adjustment #8 - Amortization of Rate Case Expense 

Q. 

A. 

Q. 

A. 

Please explain your adjustments to rate case expense for BMSC. 

At this time I am not proposing an adjustment to the Company’s requested 

level of rate case expense. 

Does this mean RUCO has adopted the Company’s estimates in full? 

No. RUCO has reviewed the amount of rate case expense billed to date 

and has decided that the prudent approach would be to wait until a final 

figure can be accurately calculated and compared to the Company’s 

request. RUCO will present a final estimate on rate case expense 

amortization during the evidentiary hearing. 
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RATE DESIGN 

2. 

4. 

2 

4. 

a. 
4. 

Have you reviewed BMSC’s proposed rate design? 

Yes. Schedule WAR-10 presents a comparison of BMSC’s present rates, 

the Company-proposed rates and RUCO’s recommended rates. 

Is BMSC’s present type of rate design typical of what the Commission 

generally approves for wastewater providers? 

No. In the wastewater cases that I have been involved with, the 

Commission has generally approved a flat monthly charge for all of the 

customers on the system. 

How is BMSC’s present rate design different? 

BMSC’s rate design is different because the rates were based on 

wastewater flows established by the Arizona Department of Environmental 

Quality (“AD EQ”)’ . The Company’s com me rcial customers (“Stand a rd 

Rate Customers”) are subject to a per gallon per day rate and a select 

number of commercial customers (“Special Rate Customers”) pay a 

monthly charge that is based on a predetermined level of gallons per day 

for the type of business establishment that they operate. The Company’s 

residential customers are subject to the more typical flat monthly charge 

that I described above, however, it too was also based on a flow level 

~ 

The commercial, residential and average daily wastewater flows, for Special Rate Customers, 
that BMSC’s rates are based on were set forth in Enqineerinq Bulletin No. 12, published in June 
of 1989 by the Arizona Department of Environmental Quality. 

1 
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established by ADEQ. BMSC also produces and sells effluent water at a 

rate that is based on the number of acre-feet purchased. 

a. 

4. 

a. 

4. 

a. 

4. 

What type of rate design is BMSC proposing? 

BMSC is proposing that the present type of rate design be retained and 

has only made adjustments to the monthly charges to generate the 

Company-proposed level of revenue for wastewater service. 

Is RUCO recommending any departure from the present type of rate 

design? 

No. RUCO is also recommending that the current type of rate design be 

retained and, like the Company, has only made adjustments to the 

monthly charges in order to generate RUCO’s recommended level of 

revenue. RUCO has applied its recommended percentage of increase in 

revenue to all of the present rates and charges in order to arrive at its 

recommended rates and charges for BMSC. 

What is RUCO’s recommended flat monthly charge for residential 

customers? 

RUCO is recommending a flat monthly charge of $38.04 for residential 

customers, which is $0.04 a month higher than the present flat monthly 

charge of $38.00. 

19 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

~ 

20 

21 

22 

I 23 

Direct Testimony of William A. Rigsby 
Docket No. SW-02361 A-05-0657 

Q. 

A. 

Q. 

A. 

Q. 

A. 

What is RUCO’s recommended rate for the commercial Standard Rate 

Customers? 

RUCO is also recommending a rate of $0.152539, which is $0.000179 

higher than the present rate of $0.152360. As can be seen in Schedule 

WAR-11, this results in a typical monthly bill, at the 570-gallon median 

level of consumption, of $86.95, which is an increase of $0.10 over the 

present monthly bill of $86.85. 

For the Standard Rate Customers, did you prepare a schedule that shows, 

at various levels of consumption, the resulting monthly bills under present 

and proposed rates? 

Yes. This information is exhibited in Schedule WAR-12, which also 

displays the difference in dollars and percent between the present rates 

and RUCO’s proposed rates for BMSC. 

What are RUCO’s recommended rates for the commercial Special Rate 

Customers? 

As can be seen in Schedule WAR-11, RUCO is recommending that the 

present predetermined consumption levels established by ADEQ be 

retained. RUCO’s recommended monthly charges for the Special Rate 

Customers range from $29.25 to $3,479.32 depending on the type of 

business establishment. 
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2. 

4. 

2. 

4. 

3. 

4. 

Did RUCO annualize the billing determinants based on the Company’s 

end of test year customer count? 

Yes. RUCO has adopted the Company’s annualized customer count and 

has applied that to the test year billing determinants in order to arrive at 

RUCO’s recommended level of operating revenue from flat rate 

wastewater sales. 

Will your rate design provide BMSC with the level of revenue 

recommended by RUCO? 

Yes, it will. Based on the test year billing determinants as adjusted (Le. 

annualized) my recommended rate design will generate RUCO’s 

recommended level of revenue for BMSC. This can be viewed in 

Schedule WAR-13. 

Does this conclude your direct testimony on BMSC? 

Yes, it does. 
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EDUCATION: 

Qualifications of William A. Riqsby 

University of Phoenix 
Master of Business Administration, Emphasis in Accounting, 1993 

Arizona State University 
College of Business 
Bachelor of Science, Finance, 1990 

Mesa Community College 
Associate of Applied Science, Banking and Finance, 1986 

Michigan State University 
Institute of Public Utilities 
N.A.R.U.C. Annual Regulatory Studies Program, 1997 &I  999 

Florida State University 
Center for Professional Development & Public Service 
N.A.R.U.C. Annual Western Utility Rate School, 1996 

EXPERIENCE: Public Utilities Analyst V 
Residential Utility Consumer Office 
Phoenix, Arizona 
April 2001 - Present 

Senior Rate Analyst 
Accounting & Rates - Financial Analysis Unit 
Arizona Corporation Commission, Utilities Division 
Phoenix, Arizona 
July 1999 - April 2001 

Senior Rate Analyst 
Residential Utility Consumer Office 
Phoenix, Arizona 
December 1997 - July 1999 

Utilities Auditor I I  and I l l  
Accounting & Rates - Revenue Requirements Analysis Unit 
Arizona Corporation Commission, Utilities Division 
Phoenix, Arizona 
October 1994 - November 1997 

Revenue Auditor I I  
Arizona Department of Revenue 
Corporate Income Tax Audit Unit 
Phoenix, Arizona 
November 1993 - October 1994 

Tax Examiner Technician I 
Arizona Department of Revenue 
Transaction Privilege Tax Audit Unit 
Phoenix, Arizona 
July 1991 - November 1993 
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION 

Utility Companv 
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Rincon Water Company 

Ash Fork Development 
Association, Inc. 

Parker Lakeview Estates 
Homeowners Association, Inc. 

Mirabell Water Company, Inc. 
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Homeowner’s Association 
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Water Company 
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Water Company 
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Property Owners Association 

Houghland Water Company 
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Sunrise Vistas Utilities 
Company - Sewer Division 
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dba Holiday Water Company 

Gardener Water Company 
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Bella Vista Water Company 

Pima Utility Company 
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Utilitv Company 

Pineview Water Company 

I.M. Water Company, Inc. 

Marana Water Service, Inc. 

Tonto Hills Utility Company 

New Life Trust, Inc. 
dba Dateland Utilities 

GTE California, Inc. 

Citizens Utilities Rural Company, Inc. 
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I NTROD U CTl ON 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Please state your name, occupation, and business address. 

My Name is William A. Rigsby. I am a Public Utilities Analyst V employed 

by the Residential Utility Consumer Office (“RUCO”) located at 1110 W. 

Washington, Suite 220, Phoenix, Arizona 85007. 

Please state your educational background and your qualifications in the 

field of utilities regulation. 

Appendix I, which is attached to this testimony, describes my educational 

background and also includes a list of the rate cases and regulatory 

matters that I have been involved with. 

What is the purpose of your testimony? 

The purpose of my testimony is to present recommendations that are 

based on my analysis of Black Mountain Sewer Corporation’s (“BMSC” or 

“Company”) application for a permanent rate increase (“Application”). 

Briefly describe BMSC. 

BMSC is a wholly owned subsidiary of Algonquin Water Resources of 

America, which is a wholly owned subsidiary of the Algonquin Power 

Income Fund (“Algonquin Fund” or “Parent”), a mutual fund, or trust, which 

is listed on the Toronto Stock Exchange (ticker symbol APF.UN). Prior to 

being acquired by the Algonquin Fund, the Company was owned by 

1 
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Boulders Joint Venture and operated under the name of Boulders 

Carefree Sewer. In addition to BMSC, the Algonquin Fund also owns and 

operates four other ACC regulated utilities: Bella Vista Water Company, in 

Sierra Vista; Gold Canyon Sewer, located east of Apache Junction; 

Litchfield Park Services Company, situated on the west side of the 

Phoenix metropolitan area; and Rio Rico Utilities, Inc., located just north of 

Nogales on the border between Arizona and Mexico. The Algonquin Fund 

also owns Algonquin Water Services, which directly oversees the daily 

operations of the aforementioned Arizona public service companies. 

2. 

4. 

Briefly explain what a mutual fund is? 

A mutual fund is a type of investment vehicle that generally provides 

investors with the opportunity to place their funds into a professionally 

managed portfolio of financial instruments such as stocks or bonds. In the 

case of a stock mutual fund, the fund’s manager will buy and sell on the 

basis of how well a stock meets the fund’s investment criteria, such as 

providing a specific level of dividend income and/or achieving projected 

levels of capital appreciation. Unlike the price of a stock or bond, the 

value of a mutual fund is expressed as its net asset value (“NAV”). Fund 

managers generally realize a profit from management fees, which are 

normally collected as a fixed percentage, typically between 0.5 percent 

and 2.00 percent a year, of the fund’s NAV. Management fees are 

normally deducted from shareholder’s assets on an annual basis. Closed- 

2 
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ended funds have a fixed number of shares that are bought and sold on 

securities exchanges in the same manner as individual stocks and bonds. 

Open-ended funds, on the other hand, offer new shares and redeem 

existing shares on a continual basis. 

Q. 

A. 

How is the Algonquin Fund structured? 

The Algonquin Fund is an open-ended fund with an investment portfolio 

comprised of utilities involved in the production of electricity and the 

provision of water and wastewater services’. These individual utilities 

make up the Algonquin Fund’s Hydroelectric, Cogeneration, Alternative 

Fuels and Infrastructure Divisions. Instead of a collection of stocks or 

bonds, the fund is comprised of utilities that are bought, held and sold in 

the hope of achieving desired returns on investment. In this respect, the 

Algonquin fund is no different than a utility holding company whose shares 

are publicly traded in the financial markets. Shares of the funds are 

referred to as units and shareholders are referred to as unitholders. As I 

explained above, the Algonquin Fund’s managers derive their income from 

management fees. A copy of the Algonquin Fund’s annual report for 2004 

can be viewed in Attachment A. 

’ According to information provided on the website of the Toronto Stock Exchange, the Algonquin 
Power Income Fund is an open-ended investment trust that owns or has interests in a diverse 
portfolio of power generating and infrastructure assets across North America, including 48 
hydroelectric facilities, five natural gas- fired cogeneration facilities, 18 alternative fuels facilities 
and 15 water reclamation and distribution facilities. The Algonquin Fund was established in 1997 
to provide unitholders with sustainable, highly stable and growing cash flows through a diversified 
portfolio of energy and infrastructure assets. 
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Q’ 

A. 

Q. 

A. 

Q. 

A. 

Is this form of ownership common for utilities operating in Arizona? 

No, most investor owned utilities operating in Arizona are either closely 

held corporate entities, are owned by a utility holding company or, as in 

the case of many water and wastewater utilities, are owned by a firm that 

is engaged in land development. 

Please explain your role in RUCO’s analysis of BMSC’s Application. 

I reviewed BMSC’s Application and performed a cost of capital analysis to 

determine a fair rate of return on the Company’s invested capital. In 

addition to my recommended capital structure, my direct testimony will 

present my recommended costs of common equity and debt (the 

Company has no preferred stock). The recommendations contained in 

this testimony are based on information obtained from Company 

responses to data requests, the Company’s Application and from market- 

based research that I conducted during my analysis. 

Were you also responsible for conducting an analysis on the Company’s 

proposed revenue level, rate base and rate design? 

In addition to performing a cost of capital analysis, I was also responsible 

for handling the revenue requirement and rate design issues associated 

with the case. Marylee Diaz Cortez, CPA, RUCO’s Manager for Technical 

have Analysis, handled the rate base aspects of BMSC’s Application. 
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filed my direct testimony on required revenue and rate design under 

separate cover in this docket. 

Q. 

A. 

Q. 

A. 

What areas will you address in your testimony? 

I will address the cost of capital issues associated with the case. 

Please identify the exhibits that you are sponsoring. 

I am sponsoring Schedules WAR-1 through WAR-9. 

SUMMARY OF TESTIMONY AND RECOMMENDATIONS 

Q. 

A. 

Briefly summarize how your cost of capital testimony is organized. 

My cost of capital testimony is organized into three sections. First, I will 

present the findings of my cost of equity capital analysis, which utilized 

both the discounted cash flow (“DCF”) method, and the capital asset 

pricing model (“CAPM”). These are the two methods that RUCO and ACC 

Staff have consistently used for calculating the cost of equity capital in rate 

case proceedings in the past, and are the methodologies that the ACC 

has given the most weight to in setting allowed rates of returns for utilities 

that operate in the Arizona jurisdiction. In this first section I will also 

provide a brief overview of the current economic climate that BMSC is 

operating in. Second, I will compare my recommended capital structure 

with the Company-proposed capital structure. Third, I will comment on 
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BMSC's cost of capital testimony. Schedules WAR-1 through WAR-9 will 

provide support for my cost of capital analysis. 

Q. 

4. 

Please summarize the recommendations and adjustments that you will 

address in your testimony. 

Based on the results of my analysis of BMSC, I am making the following 

recommendations: 

Cost of Equitv Capital - I am recommending a 9.49 percent cost of equity 

capital. This 9.49 percent figure is based on the results that I obtained in 

my cost of equity analysis, which employed both the DCF and CAPM 

methodologies. 

Capital Structure - I am recommending that the Company-proposed 

capital structure, which is comprised of approximately 100 percent 

common equity be rejected by the ACC and that my recommended capital 

structure, which is comprised of 56 percent common equity and 44 

percent long-term debt, be adopted by the Commission. 

Cost of Lonq-Term Debt - I am recommending that the Commission adopt 

a 9.40 percent cost of long-term debt, which is the cost of BMSC's inter- 

company loans that I have included in my recommended capital structure. 

Cost of Capital - Based on the results of my recommended capital 

structure, I am recommending a 9.45 percent cost of capital for BMSC, 

which is the weighted cost of my recommended costs of common equity 

and long-term debt. 
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Q. 

A. 

Why do you believe that your recommended 9.45 percent cost of capital is 

an appropriate rate of return for BMSC to earn on its invested capital? 

The 9.45 percent cost of capital figure that I have recommended meets 

the criteria established in the landmark Supreme Court cases of Bluefield 

Water Works & Improvement Co. v. Public Service Commission of West 

Virginia (262 U.S. 679, 1923) and Federal Power Commission v. Hope 

Natural Gas Companv (320 U.S. 391, 1944). Simply stated, these two 

cases affirmed that a public utility that is efficiently and economically 

managed is entitled to a return on investment that instills confidence in its 

financial soundness, allows the utility to attract capital, and also allows the 

utility to perform its duty to provide service to ratepayers. The rate of 

return adopted for the utility should also be comparable to a return that 

investors would expect to receive from investments with similar risk. 

The Hope decision allows for the rate of return to cover both the operating 

expenses and the “capital costs of the business” which includes interest 

on debt and dividend payment to shareholders. This is predicated on the 

belief that, in the long run, a company that cannot meet its debt obligations 

and provide its shareholders with an adequate rate of return will not 

continue to supply adequate public utility service to ratepayers. 
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3. 

A. 

Do the Bluefield and Hope decisions indicate that a rate of return sufficient 

to cover all operating and capital costs is guaranteed? 

No. Neither case guarantees a rate of return on utility investment. What 

the Bluefield and Hope decisions do allow, is for a utility to be provided 

with the oppotfunify to earn a reasonable rate of return on its investment. 

That is to say that a utility, such as BMSC, is provided with the opportunity 

to earn an appropriate rate of return if the Company's management 

exercises good judgment and manages its assets and resources in a 

manner that is both prudent and economically efficient. 

COST OF EQUITY CAPITAL 

Q. 

4. 

What is your recommended cost of equity capital for BMSC? 

Based on the results of my DCF and CAPM analyses, which ranged from 

8.89 percent to 10.69 percent for a sample of publicly traded water and 

gas providers, I am recommending a 9.49 percent cost of equity capital for 

BMSC. My recommended 9.49 percent figure is the result of DCF 

analysis, which utilized a sample of publicly traded water providers. 

Discounted Cash Flow (DCF) Method 

Q. Please explain the DCF method that you used to estimate BMSC's cost of 

equity capital. 

The DCF method employs a stock valuation model known as the constant 

growth valuation model, that bears the name of Dr. Myron J. Gordon (Le. 

A. 
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the Gordon model), the professor of finance who was responsible for its 

development. Simply stated, the DCF model is based on the premise that 

the current price of a given share of common stock is determined by the 

present value of all of the future cash flows that will be generated by that 

share of common stock. The rate that is used to discount these cash 

flows back to their present value is often referred to as the investor's cost 

of capital (i.e. the cost at which an investor is willing to forego other 

investments in favor of the one that he or she has chosen). 

Another way of looking at the investor's cost of capital is to consider it from 

the standpoint of a company that is offering its shares of stock to the 

investing public. In order to raise capital, through the sale of common 

stock, a company must provide a required rate of return on its stock that 

will attract investors to commit funds to that particular investment. In this 

respect, the terms "cost of capital" and "investor's required return" are one 

in the same. For common stock, this required return is a function of the 

dividend that is paid on the stock. The investor's required rate of return 

can be expressed as the percentage of the dividend that is paid on the 

stock (dividend yield) plus an expected rate of future dividend growth. 

This is illustrated in mathematical terms by the following formula: 

k = (  Dq + Po) + g 

where: k = the required return (cost of equity, equity 

capita I iza ti on rate), 

9 



I 

I 

I 1 

2 

3 

4 

5 

6 

7 

8 

9 

I O  

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

I 

I 

I 23 

~ 

1 

lirect Testimony of William A. Rigsby 
locket No. SW-02361A-05-0657 

D, + Po = the dividend yield of a given share of stock 

calculated by dividing the expected dividend by 

the current market price of the given share of 

stock, and 

g = the expected rate of future dividend growth. 

This formula is the basis for the standard growth valuation model that I 

used to determine BMSC's cost of equity capital. It is similar to the model 

that was used by the Company. 

2. 

9. 

In determining the rate of future dividend growth for BMSC, what 

assumptions did you make? 

There are two primary assumptions regarding dividend growth that must 

be made when using the DCF method. First, dividends will grow by a 

constant rate into perpetuity, and second, the dividend payout ratio will 

remain at a constant rate. Both of these assumptions are predicated on 

the traditional DCF model's basic underlying assumption that a company's 

earnings, dividends, book value and share growth all increase at the same 

constant rate of growth into infinity. Given these assumptions, if the 

dividend payout ratio remains constant, so does the earnings retention 

ratio (the percentage of earnings that are retained by the company as 

opposed to being paid out in dividends). This being the case, a 

company's dividend growth can be measured by multiplying its retention 
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ratio (1 - dividend payout ratio) by its book return on equity. This can be 

stated as g = b x r. 

3. 

4. 

Would you please provide an example that will illustrate the relationship 

that earnings, the dividend payout ratio and book value have with dividend 

growth? 

RUCO consultant Stephen Hill illustrated this relationship in a Citizens 

Utilities Company 1993 rate case by using a hypothetical utility.2 

Table I 

Year 1 Year 2 Year 3 Year 4 Year 5 Growth 

Book Value $10.00 $10.40 $10.82 $1 1.25 $1 1.70 4.00% 

Equity Return 10% 10% 10% 10% 10% NIA 

EarningsISh. $1 .OO $1.04 $1.082 $1.125 $1.170 4.00% 

Payout Ratio 0.60 0.60 0.60 0.60 0.60 N/A 

Dividend/Sh $0.60 $0.624 $0.649 $0.675 $0.702 4.00% 

Table I of Mr. Hill's illustration presents data for a five-year period on his 

hypothetical utility. In Year 1, the utility had a common equity or book 

value of $10.00 per share, an investor-expected equity return of ten 

percent, and a dividend payout ratio of sixty percent. This results in 

earnings per share of $1 .OO ($1 0.00 book value x 10 percent equity return) 

and a dividend of $0.60 ($1.00 earningskh. x 0.60 payout ratio) during 

Citizens Utilities Company, Arizona Gas Division, Docket No. E-1032-93-111, Prepared 2 

Testimony, dated December I O ,  1993, p. 25. 
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Year 1. Because forty percent (1 - 0.60 payout ratio) of the utility's 

earnings are retained as opposed to being paid out to investors, book 

value increases to $10.40 in Year 2 of Mr. Hill's illustration. Table I 

presents the results of this continuing scenario over the remaining five- 

year period. 

The results displayed in Table I demonstrate that under "steady-state" (i.e. 

constant) conditions, book value, earnings and dividends all grow at the 

same constant rate. The table further illustrates that the dividend growth 

rate, as discussed earlier, is a function of (1) the internally generated 

funds or earnings that are retained by a company to become new equity, 

and (2) the return that an investor earns on that new equity. The DCF 

dividend growth rate, expressed as g = b x r, is also referred to as the 

internal or sustainable growth rate. 

3. 

4. 

If earnings and dividends both grow at the same rate as book value, 

shouldn't that rate be the sole factor in determining the DCF growth rate? 

No. Possible changes in the expected rate of return on either common 

equity or the dividend payout ratio make earnings and dividend growth by 

themselves unreliable. This can be seen in the continuation of Mr. Hill's 

illustration on a hypothetical utility. 
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Table II 

Year 1 Year 2 Year 3 Year 4 Year 5 Growth 

Book Value $10.00 $10.40 $1 0.82 $1 1.47 $12.158 5.00% 

Equity Return 10% 10% 15% 15% 15% 10.67% 

Earnings/Sh $1 .OO $1.04 $1.623 $1.720 $1.824 16.20% 

Pa you t Rat io 0.60 0.60 0.60 0.60 0.60 N/A 

Dividend/Sh $0.60 $0.624 $0.974 $1.032 $1.094 16.20% 

In the example displayed in Table II, a sustainable growth rate of four 

percent3 exists in Year 1 and Year 2 (as in the prior example). In Year 3, 

Year 4 and Year 5, however, the sustainable growth rate increases to six 

pe r~en t .~  If the hypothetical utility in Mr. Hill's illustration were expected to 

earn a fifteen-percent return on common equity on a continuing basis, 

then a six percent long-term rate of growth would be reasonable. 

However, the compound growth rates for earnings and dividends, 

displayed in the last column, are 16.20 percent. If this rate were to be 

used in the DCF model, the utility's return on common equity would be 

expected to increase by fifty percent every five years, [(I5 percent + 10 

percent) - I] .  This is clearly an unrealistic expectation. 

Although it is not illustrated in Mr. Hill's hypothetical example, a change in 

only the dividend payout ratio will eventually result in a utility paying out 

more in dividends than it earns. While it is not uncommon for a utility in 

[ ( Year 2 EarningdSh - Year 1 EamingdSh ) + Year 1 Earnings/Sh ] = [ ( $1.04 - $1.00 ) + 3 

$1 .OO ] = [ $0.04 + $1 .OO ] = 4.00% 

[ ( 1 - Payout Ratio ) x Rate of Return ] = [ ( 1 - 0.60 ) x 15.00% ] = 0.40 x 15.00% = 6.00% 4 
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the real world to have a dividend payout ratio that exceeds one hundred 

percent on occasion, it would be unrealistic to expect the practice to 

continue over a sustained long-term period of time. 

Q. 

A. 

Q. 

A. 

Other than the retention of internally generated funds, as illustrated in Mr. 

Hill's hypothetical example, are there any other sources of new equity 

capital that can influence an investor's growth expectations for a given 

company? 

Yes, a company can raise new equity capital externally. The best 

example of external funding would be the sale of new shares of common 

stock. This would create additional equity for the issuer and is often the 

case with utilities that are either in the process of acquiring smaller 

systems or providing service to rapidly growing areas. 

How does external equity financing influence the growth expectations held 

by investors? 

Rational investors will put their available funds into investments that will 

either meet or exceed their given cost of capital (Le. the return earned on 

their investment). In the case of a utility, the book value of a company's 

stock usually mirrors the equity portion of its rate base (the utility's earning 

base). Because regulators allow utilities the opportunity to earn a 

reasonable rate of return on rate base, an investor would take into 

consideration the effect that a change in book value would have on the 

14 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

I 19 

I 

I 

20 

21 

22 

23 

Direct Testimony of William A. Rigsby 
Docket No. SW-02361A-05-0657 

rate of return that he or she would expect the utility to earn. If an investor 

believes that a utility's book value (Le. the utility's earning base) will 

increase, then he or she would expect the return on the utility's common 

stock to increase. If this positive trend in book value continues over an 

extended period of time, an investor would have a reasonable expectation 

for sustained long-term growth. 

Q. 

A. 

Please provide an example of how external financing affects a utility's 

book value of equity. 

As I explained earlier, one way that a utility can increase its equity is by 

selling new shares of common stock on the open market. If these new 

shares are purchased at prices that are higher than those shares sold 

previously, the utility's book value per share will increase in value. This 

would increase both the earnings base of the utility and the earnings 

expectations of investors. However, if new shares sold at a price below 

the pre-sale book value per share, the after-sale book value per share 

declines in value. If this downward trend continues over time, investors 

might view this as a decline in the utility's sustainable growth rate and will 

have lower expectations regarding growth. Using this same logic, if a new 

stock issue sells at a price per share that is the same as the pre-sale book 

value per share, there would be no impact on either the utility's earnings 

base or investor expectations. 
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Q. 

A. 

Please explain how the external component of the DCF growth rate is 

determined. 

In his book, The Cost of Capital to a Public U t i l i t ~ ,~  Dr. Myron Gordon, the 

individual responsible for the development of the DCF or constant growth 

model, identified a growth rate that includes both expected internal and 

external financing components. The mathematical expression for Dr. 

Gordon's growth rate is as follows: 

- - and V 

where: BV = 

MP = 

g = ( b r )  + ( s v )  

DCF expected growth rate, 

the earnings retention ratio, 

the return on common equity, 

the fraction of new common stock sold that 

accrues to a current shareholder, and 

funds raised from the sale of stock as a fraction 

of existing equity. 

1 - [ ( B V ) + ( M P ) ]  

book value per share of common stock, and 

the market price per share of common stock. 

Gordon, M.J., The Cost of Capital to a Public Utility, East Lansing, MI: Michigan State 
University, 1974, pp. 30-33. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Did you include the effect of external equity financing on long-term growth 

rate expectations in your analysis of expected dividend growth for the DCF 

model? 

Yes. The external growth rate estimate (sv) is displayed on Page 1 of 

Schedule WAR-4, where it is added to the internal growth rate estimate 

(br) to arrive at a final sustainable growth rate estimate. 

Please explain why your calculation of external growth on page 2 of 

Schedule WAR-4, is the current market-to-book ratio averaged with 1.0 in 

the equation [(M + B) + I] + 2. 

The market price of a utility's common stock will tend to move toward book 

value, or a market-to-book ratio of 1.0, if regulators allow a rate of return 

that is equal to the cost of capital (one of the desired effects of regulation). 

As a result of this situation, I used [(M + B) + 13 + 2 as opposed to the 

current market-to-book ratio by itself to represent investor's expectations 

that, in the future, a given utility will achieve a market-to-book ratio of 1 .O. 

Has the Commission ever adopted a cost of capital estimate that included 

this specific assumption? 

Yes. In the recent Southwest Gas Corporation rate case6, the 

Commission adopted the recommendations of ACC Staffs cost of cost of 

capital witness, Stephen Hill, who I noted earlier in my testimony. In that 

Docket No. G-01551A-04-0876 
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case, Mr. Hill used the same methods that I have used in arriving at the 

inputs for the DCF model. His final recommendation for Southwest Gas 

Corporation was largely based on the results of his DCF analysis, which 

incorporated the same valid market-to-book ratio assumption that I have 

used consistently in the DCF model. 

2. 

4. 

2. 

4. 

How did you develop your dividend growth rate estimate? 

I analyzed data on two separate proxy groups. A water company proxy 

group comprised of four publicly traded water companies and a natural 

gas proxy group consisting of eight natural gas local distribution 

companies (“LDC”) which have similar operating characteristics to water 

providers. 

Why did you use a proxy group methodology as opposed to a direct 

analysis of BMSC? 

One of the problems in performing this type of analysis is that the utility 

applying for a rate increase is not always a publicly traded company, as is 

the case with BMSC itself. Although shares of Algonquin Fund, the 

mutual fund that BMSC is included in, are traded on the Toronto Stock 

Exchange, there is no financial data available on dividends paid on 

publicly held shares of BMSC. Consequently it was necessary to create a 

proxy by analyzing publicly traded water companies with similar risk 

characteristics. 
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a. 
4. 

Q. 

4. 

... 

Are there any other advantages to the use of a proxy? 

Yes. As I noted earlier, the U.S. Supreme Court ruled in the Hope 

decision that a utility is entitled to earn a rate of return that is 

commensurate with the returns on investments of other firms with 

comparable risk. The proxy technique that I have used derives that rate of 

return. One other advantage to using a sample of companies is that it 

reduces the possible impact that any undetected biases, anomalies, or 

measurement errors may have on the DCF growth estimate. 

What criteria did you use in selecting the companies that make up your 

water company proxy for BMSC? 

Three of the water companies used in the proxy are publicly traded on the 

New York Stock Exchange (“NYSE”), and one of them, Southwest Water 

Company, is traded on the National Association of Securities Dealers 

Automated Quotation System (“NASDAQ”). All four water companies are 

followed by The Value Line Investment Survev (“Value Line”) and are the 

same companies that comprise Value Line’s large capitalization Water 

Utility Industry segment of the U.S. economy (Attachment B contains 

Value Line’s January 27, 2006 update of the water utility industry and 

evaluations of the four water companies used in my proxy). 
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Q. 

A. 

Q. 

A. 

In determining your dividend growth rate estimates, both you and the 

Company’s witness analyzed the data on publicly traded water utilities. 

Why did you and the Company witness analyze only publicly traded water 

utilities as opposed to firms that provide wastewater service? 

The use of water utilities was necessitated by the fact that there is a lack 

of financial and market information available on stand-alone wastewater 

utilities. This in itself is not a problem, given the fact that both water and 

wastewater utilities share similar risk characteristics. Both types of utilities 

provide a basic service for which there are no substitutes and are also 

subject to strict federal and state regulations. 

What companies comprise your water company proxy group? 

My water company proxy group includes American States Water 

Company (stock ticker symbol “AW R”), Aqua America, Inc. (“WTR), 

formerly known as Philadelphia Suburban Corporation, and California 

Water Service Group (“CWT”). The fourth water company, Southwest 

Water Company (iiSWWC”), is a relatively new addition to Value Line’s 

water industry segment and debuted in the October 28, 2005 edition of 

Value Line’s Ratinqs and Reports publication. Each of these water 

companies face the same types of risk that BMSC faces. For the sake of 

brevity, I will refer to each of these companies by their appropriate stock 

ticker symbols henceforth. 
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Q. 

A. 

Q. 

A. 

Briefly describe the areas served by the companies in your water 

company sample proxy. 

In addition to providing water service to residents of Fountain Hills, 

Arizona, through its wholly owned subsidiary Chaparral City Water 

Company, AWR serves communities located in Los Angeles, Orange and 

San Bernardino counties in California. CWT provides service to 

customers in seventy-five communities in California, New Mexico and 

Washington. CWT’s principal service areas are located in the San 

Francisco Bay area, the Sacramento, Salinas and San Joaquin Valleys 

and parts of Los Angeles. SWWC owns and manages regulated systems 

in California, New Mexico, Oklahoma and Texas. WTR, is a holding 

company for a large number of water and wastewater utilities operating in 

nine different states including Pennsylvania, Ohio, New Jersey, Illinois, 

Maine, North Carolina, Texas, Florida and Kentucky. 

Are these the same water companies that BMSC used in its application? 

With the exception of SWWC, BMSC’s cost of capital witness, Mr. Thomas 

J. Bourassa, used the same water companies that I included in my proxy. 

In addition to these three companies, Mr. Bourassa also used three other 

water companies7 that are included in Value Line’s Small and Mid Cap 

Edition. 

’ Connecticut Water Service, Inc., Middlesex Water Company and SJW Corp. 
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2. 

4. 

3. 

4. 

Q. 

A. 

Why did you exclude the water companies that are followed in Value 

Line’s Small and Mid Cap Edition? 

Value Line does not provide the same type of forward-looking information 

(Le. long-term estimates on return on common equity and share growth) 

on small and mid-cap companies that it provides on the four water 

companies that I used in my proxy. Consequently, these water companies 

are not as suitable as the ones that I have used in my analysis. 

What criteria did you use in selecting the eight natural gas LDC’s that 

make up your proxy for BMSC? 

As are the water companies that I just described, each of the natural gas 

LDC’s used in the proxy are publicly traded on a major stock exchange (all 

eight trade on the NYSE) and are followed by Value Line. Each of the 

eight LDC’s are tracked in Value Line’s natural gas (distribution) industry 

segment. All of the companies in the proxy are engaged in the provision 

of regulated natural gas distribution services. Attachment C of my 

testimony contains Value Line’s most recent evaluation of the natural gas 

proxy group that I used for my cost of common equity analysis. 

What companies are included your natural gas sample proxy? 

The eight natural gas LDC’s included in my proxy (and their NYSE ticker 

symbols) are Cascade Natural Gas Corporation (“CGC”), KeySpan Corp. 

(“KSE”), Laclede Group, Inc. (“LG”), Northwest Natural Gas Co. (“NWN”), 
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2. 

1. 

2. 

4. 

... 

Peoples Energy Corporation (“PGL”), South Jersey ndustries, Inc. (“SJI”) 

Southwest Gas Corporation (‘SWX), which is the dominant natural gas 

provider in Arizona and presently has a rate application before the ACC, 

and WGL Holdings, Inc. (“WGL”). 

Briefly describe the regions of the U.S. served by the eight natural gas 

LDC’s that make up your sample proxy. 

The eight LDC’s listed above provide natural gas service to customers in 

the Northeast (i.e. KSE which serves New York and New England), the 

Middle Atlantic region (Le. SJI which serves southern New Jersey and 

WGL which serves the Washington D.C. metro area). The Midwest (i.e. 

PGL which provides service to Chicago and its suburbs respectively, and 

LG which serves the St. Louis area), and the Pacific Northwest (Le. CGC 

and NWN which serve Washington state and Oregon). Portions of 

Arizona, Nevada and California are served by SWX. 

Did the Company’s witness also perform a similar analysis using natural 

gas LDC’s? 

No, He did not. 
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a. 

4. 

2. 

A. 

Please explain your DCF growth rate calculations for the sample 

companies used in your proxy. 

Schedule WAR-5 provides retention ratios, returns on book equity, internal 

growth rates, book values per share, numbers of shares outstanding, and 

the compounded share growth for each of the utilities included in the 

sample for the historical observation period 2000 to 2004. Schedule 

WAR-5 also includes Value Line's projected 2005, 2006, and 2008-10 

values for the retention ratio, equity return, book value per share growth 

rate, and number of shares outstanding. 

Please describe how you used the information displayed in Schedule 

WAR-5 to estimate each comparable utility's dividend growth rate. 

In explaining my analysis, I will use Southwest Water Company, 

(NASDAQ symbol SWWC) as an example. The first dividend growth 

component that I evaluated was the internal growth rate. I used the "b x r" 

formula (described on pages 9 and I O )  to multiply SWWC's earned return 

on common equity by its earnings retention ratio for each year in the 2000 

to 2004 observation period to derive the utility's annual internal growth 

rates. I used the mean average of this five-year period as a benchmark 

against which I compared the projected growth rate trends provided by 

Value Line. Because an investor is more likely to be influenced by recent 

growth trends, as opposed to historical averages, the five-year mean 

noted earlier was used only as a benchmark figure. As shown on 

24 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

I 

I 

Direct Testimony of William A. Rigsby 
Docket No. SW-02361 A-05-0657 

Schedule WAR-5, Page 1, SWWC had sustainable internal growth that 

averaged 5.44 percent over the course of the 2000 to 2004 observation 

period. During this time frame, growth ranged from 7.22 percent in 2000, 

to 7.51 percent in 2001 but then fell to 5.91 percent in 2002. Internal 

growth continued to decline from 5.81 percent in 2003 to 0.75 percent in 

the final year of the observation period. Value Line’s analysts are 

optimistic for the future, projecting growth of 2.14% for 2005, followed by 

steady increases of 3.32% and 7.64% in the 2006 and 2008-10 time 

frames. While a 5.00% to 5.50 percent rate of growth would appear to be 

reasonable, given the aforementioned information on the historic behavior 

of CWT’s internal growth rate, projections for 17 percent on earnings and 

9.00 percent on dividends by Value Line, lead me to believe that a 6.00% 

rate of growth appears to be within the realm of possibility for SWWC. 

Q. 

A. 

Please continue with the external growth rate component portion of your 

analysis. 

Schedule WAR-5 demonstrates that the pattern of share’s outstanding 

increased from 13.33 million to 19.40 during the 2000 to 2004 time frame. 

Despite this share growth of 9.84 percent during the observation period, 

Value Line is predicting that this level will increase to only 19.50 million in 

2005. This trend is expected to continue during the 2006 and 2008-10 

time frames. Value Line’s analysts are forecasting an increase of 21.50 

million shares outstanding by the end of 2010. After weighing these 
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projections, I believe that a 2.00% growth in shares is not unreasonable 

for SWWC. My final dividend growth rate estimate for SWWC is 7.30 

percent (6.00 percent internal + 1.30 percent external) and is shown on 

Page 1 of Schedule WAR-4. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

* . .  

What is your average dividend growth rate estimate using the DCF model 

for the sample water utilities? 

Based on the DCF model, my average dividend growth rate estimate is 

7.35 percent as displayed on page I of Schedule WAR-4. 

Did you use the same approach to determine an average dividend growth 

rate for the proxy comprised of natural gas LDC’s? 

Yes. 

What is your average dividend growth rate estimate using the DCF model 

for the sample natural gas utilities? 

Based on the DCF model, my average dividend growth rate estimate is 

4.59 percent, which is also displayed on page 1 of Schedule WAR-4. 
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1. 

4. 

2. 

4. 

How does your average dividend growth rate estimates on water 

companies compare to the growth rate data published by Value Line and 

other analysts? 

In the case of the water companies, my estimate falls between the 

projections of analysts at both Zacks Investment Research, Inc. (“Zacks”) 

and Value Line. Schedule WAR-6 compares my sustainable growth 

estimates with the five-year projections of both Zacks (Attachment D) and 

Value Line. The 7.35 percent estimate that I have calculated is 10 basis 

points lower than the projected 5-year EPS average of 7.45 percent for 

Zacks and 78 basis points lower than the 8.13 percent projection by Value 

Line (which is an average of EPS, DPS and BVPS). My 7.35 percent 

estimate is 346 basis points higher than the Value Line 5-year compound 

historical average also displayed in Schedule WAR-6. This indicates that 

investors are expecting increased performance from water utilities in the 

future. On balance, i would say my 7.35 percent estimate is a good 

representation of the growth projections that are available to the investing 

public. 

How does your average dividend growth rate estimates on natural gas 

LDC’s compare to the growth rate data published by Value Line and other 

analysts? 

In regard to the natural gas LDC’s, my estimate falls 32 basis points below 

the projections of analysts at Zacks but only 1 basis point lower than 
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Value Line. However, as can also be seen on Schedule WAR-6, the 4.59 

percent estimate that I have calculated is 34 basis points higher than the 

average of the projected 5-year EPS means of 4.91 percent for Zacks, the 

4.60 percent projection by Value Line (which is an average of EPS, DPS 

and BVPS) and the five-year historical average of Value Line data on 

EPS, DPS and BVPS. In fact, my 4.59 percent estimate is 196 basis 

points higher than the Value Line 5-year compound historical average just 

noted. As with water companies, this indicates that investors are 

expecting increased performance from natural gas distribution companies 

in the future. In the case of the LDC’s I would say that my 4.59 percent 

estimate, which is very close to Value Line’s projections but somewhat 

lower than Zacks estimates, is a fairly good representation of the growth 

projections presented by securities analysts at this point in time. 

Q. 

A. 

How did you calculate the dividend yields displayed in Schedule WAR-3? 

For both the water companies and the natural gas LDC’s I used the 

estimated annual dividends, for the next twelve-month period, that 

appeared in Value Line’s January 27, 2006 Ratings and Reports water 

services industry update and Value Line’s December 16, 2005 Ratings 

and Reports Natural Gas (Distribution) update. I then divided those 

figures by the eight-week average price per share of the appropriate 

utility’s common stock. The eight-week average price is based on the 
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daily closing stock prices for each of the companies in my proxies for the 

period December 27,2005 to February 17,2006. 

Q. 

4. 

Based on the results of your DCF analysis, what is your cost of equity 

capital estimate for the water and natural gas companies included in your 

sample? 

As shown in Schedule WAR-2, the cost of equity capital derived from my 

DCF analysis is 9.49 percent for the water companies and 9.29 percent for 

the natural gas LDC’s. 

Capital Asset Pricing Model (CAPM) Method 

Q. 

A. 

Please explain the theory behind the capital asset pricing model (“CAPM”) 

and why you decided to use it as an equity capital valuation method in this 

proceeding. 

CAPM is a mathematical tool that was developed during the early 1960’s 

by William F. Sharpe’, the Timken Professor Emeritus of Finance at 

Stanford University, who shared the 1990 Nobel Prize in Economics with 

Merton Miller and Harry Markowitz for research that eventually resulted in 

the CAPM model. CAPM is used to analyze the relationships between 

rates of return on various assets and risk as measured by beta.g In this 

William F. Sharpe, “A Simplified Model of Portfolio Analysis,” Management Science, Vol. 9, No. 8 

2 (January 1963), pp. 277-93. 

Beta is defined as an index of volatility, or risk, in the return of an asset relative to the return of 
a market portfolio of assets. It is a measure of systematic or non-diversifiable risk. The returns 

9 
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regard, CAPM can help an investor to determine how much risk is 

associated with a given investment so that he or she can decide if that 

investment meets their individual preferences. Finance theory has always 

held that as the risk associated with a given investment increases, so 

should the expected rate of return on that investment and vice versa. 

According to CAPM theory, risk can be classified into two specific forms: 

nonsystematic or diversifiable risk, and systematic or non-diversifiable 

risk. While nonsystematic risk can be virtually eliminated through 

diversification (Le. by including stocks of various companies in various 

industries in a portfolio of securities), systematic risk, on the other hand, 

cannot be eliminated by diversification. Thus, systematic risk is the only 

risk of importance to investors. Simply stated, the underlying theory 

behind CAPM states that the expected return on a given investment is the 

sum of a risk-free rate of return plus a market risk premium that is 

proportional to the systematic (non-diversifiable risk) associated with that 

investment. In mathematical terms, the formula is as follows: 

k = rf + [ 13 ( rm - rf ) ] 

where: k - - cost of capital of a given security, 

risk-free rate of return, 

beta coefficient, a statistical measurement of a 

security's systematic risk, 

- - rf 

13 - - 

on a stock with a beta of 1.0 will mirror the returns of the overall stock market. The returns on 
stocks with betas greater than 1.0 are more volatile or riskier than those of the overall stock 
market; and if a stock's beta is less than 1 .O, its returns are less volatile or riskier than the overall 
stock market. 
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rm - - average market return (e.g. S&P 500), and 

rm - rf = market risk premium. 

1. 

9. 

2. 

4. 

What security did you use for a risk-free rate of return in your CAPM 

a nal ysis? 

I used a six-week average on a 91-day U.S. Treasury Bill ("T-Bill") rate." 

This resulted in a risk-free (rf) rate of return of 4.37 percent. 

Why did you use the short-term T-Bill rate as opposed to the yield on an 

intermediate 5-year Treasury note or a long-term 30-year Treasury bond? 

Because a 91-day T-Bill presents the lowest possible total risk to an 

investor. As citizens and investors, we would like to believe that U.S. 

Treasury securities (which are backed by the full faith and credit of the 

United States Government) pose no threat of default no matter what their 

maturity dates are. However, a comparison of various Treasury 

instruments will reveal that those with longer maturity dates do have 

slightly higher yields. Treasury yields are comprised of two separate 

components,'' a true rate of interest (believed to be approximately 2.00 

percent) and an inflationary expectation. When the true rate of interest is 

subtracted from the total treasury yield, all that remains is the inflationary 

A six-week average was computed for the current rate using 91-day T-Bill quotes listed in 
Value Line's Selection and Opinion newsletter from January 13, 2006 to February 17, 2006. 

" As a general rule of thumb, there are three components that make up a given interest rate or 
rate of return on a security: the true rate of interest, an inflationary expectation, and a risk 
premium. The approximate risk premium of a given security can be determined by simply 
subtracting a 91-day T-Bill rate from the yield on the security. 

10 
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expectation. Because increased inflation represents a potential capital 

loss, or risk, to investors, a higher inflationary expectation by itself 

represents a degree of risk to an investor. Another way of looking at this 

is from an opportunity cost standpoint. When an investor locks up funds in 

long-term T-Bonds, compensation must be provided for future investment 

opportunities foregone. This is often described as maturity or interest rate 

risk and it can affect an investor adversely if market rates increase before 

the instrument matures (a rise in interest rates would decrease the value 

of the debt instrument). As discussed earlier in the DCF portion of my 

testimony, this compensation translates into higher rates of returns to the 

investor. Since a 91-day T-Bill presents the lowest possible total risk to an 

investor, it more closely meets the definition of a risk-free rate of return 

and is the more appropriate instrument to use in a CAPM analysis. 

2. 

4. 

How did you calculate the market risk premium used in your CAPM 

analysis? 

I used both a geometric and an arithmetic mean of the historical returns on 

the S&P 500 index from 1926 to 2004 as the proxy for the market rate of 

return (r,,,). The risk premium (rm - rf) that results by using the geometric 

mean calculation for r, is equal to 6.03 percent (10.40% - 4.37% = 

6.03%). The risk premium that results by using the arithmetic mean 

calculation for rm is 8.03 percent (12.40% - 4.37% = 8.03%). 
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2. 

4. 

Q. 

A. 

How did you select the beta coefficients that were used in your CAPM 

analysis? 

The beta coefficients (B), for the individual utilities used in both my 

proxies, were calculated by Value Line and were current as of January 27, 

2006 for the water companies and December 16,2005 for the natural gas 

LDC’s. Value Line calculates its betas by using a regression analysis 

between weekly percentage changes in the market price of the security 

being analyzed and weekly percentage changes in the NYSE Composite 

Index over a five-year period. The betas are then adjusted by Value Line 

for their long-term tendency to converge toward 1.00. The beta 

coefficients for the service providers included in my water company 

sample ranged from 0.70 to 0.80 with an average beta of 0.75. The beta 

coefficients for the LDC’s included in my natural gas sample ranged from 

0.65 to 0.85 with an average beta of 0.78. 

What are the results of your CAPM analysis? 

As shown on pages 1 and 2 of Schedule WAR-7, my CAPM calculation 

using a geometric mean for r,,, results in an average expected return of 

8.89 percent for the water companies and 9.08 percent for the natural gas 

LDC’s. My calculation using the arithmetic mean results in an average 

expected return of 10.39 percent for the water companies and 10.64 

percent for the natural gas LDC’s. Although there is some debate on this 

point, I believe that the consensus among financial analysts appears to be 
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that the arithmetic mean is the better of the two averages. For this 

reason, I believe that the 10.39 percent estimate for water and the 10.64 

percent figure for gas are the better checks on the results of my respective 

DCF analyses for water and gas. 

1. 

4. 

... 

Please summarize the results derived under each of the methodologies 

presented in your testimony. 

The following is a summary of the cost of equity capital derived under 

each methodology used: 

METHOD RESULTS 

DCF (Water Sample) 9.49% 

DCF (Natural Gas Sample) 9.29% 

CAPM (Water Sample) 8.89% - 10.39% 

CAPM (Natural Gas) 9.08% - 10.64% 

Based on these results, my best estimate of an appropriate range for the 

cost of equity is from 8.89 percent to 10.64 percent. My final 

recommendation is a 9.49 percent return for BMSC’s cost of equity capital. 
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2 

4. 

1. 

4. 

How did you arrive at your recommended 9.49 percent cost of common 

equity? 

My recommended 9.49 percent cost of common equity is the result of my 

DCF analysis for water companies, which is the higher of my two DCF 

estimates. 

Is this the method that you have typically used to determine the cost of 

equity capital in prior rate case proceedings? 

Typically yes. With a few exceptions I have generally used the results 

obtained from the DCF model as a basis for my final recommended cost of 

equity capital while using the CAPM as a check on DCF results. 

Current Economic Environment 

2. 

A. 

Please explain why it is necessary to consider the current economic 

environment when performing a cost of equity capital analysis for a 

regulated utility. 

Consideration of the economic environment is necessary because trends 

in interest rates, present and projected levels of inflation, and the overall 

state of the U.S. economy determine the rates of return that investors earn 

on their invested funds. Each of these factors represent potential risks 

that must be weighed when estimating the cost of equity capital for a 

regulated utility and are, most often, the same factors considered by 

individuals who are investing in non-regulated entities also. 
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2. 

4. 

Please discuss your analysis of the current economic environment. 

My analysis includes a brief review of the economic events that have 

occurred since 1990. Schedule WAR-8 displays various economic 

indicators and other data that I will refer to during this portion of my 

testimony. 

In 1991, as measured by the most recently revised annual change in 

gross domestic product (“GDP”), the U.S. Economy experienced a rate of 

growth of negative 0.20 percent. This decline in GDP marked the 

beginning of a mild recession that ended sometime before the end of the 

first half of 1992. Reacting to this situation, the Federal Reserve Board 

(“Federal Reserve” or “Fed”), then chaired by noted economist Alan 

Greenspan, lowered its benchmark federal funds rate’* in an effort to 

further loosen monetary constraints - an action that resulted in lower 

interest rates. 

During this same period, the nation’s major money center banks followed 

the Federal Reserve’s lead and began lowering their interest rates as well. 

By the end of the fourth quarter of 1993, the prime rate (the rate charged 

by banks to their best customers) had dropped to 6.00 percent from a 

1990 level of 10.01 percent. In addition, the Federal Reserve’s discount 

rate on loans to its member banks had fallen to 3.00 percent and short- 

The interest rate charged by banks with excess reserves at a Federal Reserve district bank to 
banks needing overnight loans to meet reserve requirements. The federal funds rate is the most 
sensitive indicator of the direction of interest rates, since it is set daily by the market, unlike the 
prime rate and the discount rate, which are periodically changed by banks and by the Federal 
Reserve Board, respectively. 

12 
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term interest rates had declined to levels that had not been seen since 

1972. 

Although GDP increased in 1992 and 1993, the Federal Reserve took 

steps to increase interest rates beginning in February of 1994, in order to 

keep inflation under control. By the end of 1995, the Federal discount rate 

had risen to 5.21 percent. Once again, the banking community followed 

the Federal Reserve's moves. The Fed's strategy, during this period, was 

to engineer a "soft landing." That is to say that the Federal Reserve 

wanted to foster a situation in which economic growth would be stabilized 

without incurring either a prolonged recession or runaway inflation. 

3. 

4. 

Did the Federal Reserve achieve its goals during this period? 

The Fed's strategy of decreasing interest rates to stimulate the economy 

worked. The annual change in GDP began an upward trend in 1992. A 

change of 4.50 percent and 4.20 percent were recorded at the end of 

1997 and 1998 respectively. Based on daily reports that were presented 

in the mainstream print and broadcast media during most of 1999, there 

appeared to be little doubt among both economists and the public at large 

that the U.S. was experiencing a period of robust economic growth 

highlighted by low rates of unemployment and inflation. Investors, who 

believed that technology stocks and Internet company start-ups (with little 

or no history of earnings) had high growth potential, purchased these 

types of issues with enthusiasm. These types of investors, who exhibited 
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what Chairman Greenspan described as “irrational exuberance,” pushed 

stock prices and market indexes to all time highs from 1997 to 2000. 

a. 

4. 

What has been the state of the economy over the last five years? 

The U.S. economy entered into a recession around the end of the first 

quarter of 2001. The bullish trend, which had characterized the last half of 

the 199O’s, had already run its course sometime during the third quarter of 

2000. Economic data released since the beginning of 2001 had already 

been disappointing during the months preceding the September 11, 2001 

terrorist attacks on the World Trade Center and the Pentagon. Slower 

growth figures, rising layoffs in the high technology manufacturing sector, 

and falling equity prices (due to lower earnings expectations) prompted 

the Fed to begin cutting interest rates as it had done in the early 1990’s. 

The now infamous terrorist attacks on New York City and Washington 

D.C. marked a defining point in this economic slump and prompted the 

Federal Reserve to continue its rate cutting actions through December 

2001. Prior to the 9/11 attacks, commentators, reporting in both the 

mainstream financial press and various economic publications including 

Value Line, believed that the Federal Reserve Chairman was cutting rates 

in the hope of avoiding the recession that the U.S. is still in the process of 

recovering from. 

Despite several intervals during 2002 and 2003 in which the Federal Open 

Market Committee (“FOMC”) decided not to change interest rates, moves 
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which indicated that the worst may be over and that the current recession 

might have bottomed out during the last quarter of 2001, a lackluster 

economy persisted. The continuing economic malaise and even fears of 

possible deflation prompted the FOMC to make a thirteenth rate cut on 

June 25, 2003. The quarter point cut reduced the federal funds rate to 

1 .OO percent, the lowest level in 45 years. 

Even though some signs of economic strength, that were mainly attributed 

to consumer spending, began to crop up during the latter part of 2002 and 

into 2003, Chairman Greenspan appeared to be concerned with sharp 

declines in capital spending in the business sector. 

During the latter part of 2003, the FOMC went on record as saying that it 

intended to leave interest rates low “for a considerable period.” After its 

two-day meeting that ended on January 28, 2004, the FOMC stated “that 

with inflation ‘quite low’ and plenty of excess capacity in the economy, 

policy-makers ‘can be patient in removing its policy accommodation.””3 

Q. 

A. 

What actions has the Federal Reserve taken in terms of interest rates 

since the beginning of 2001? 

As noted earlier, from January 2001 to June 2003 the Federal Reserve cut 

interest rates a total of thirteen times. During this period, the federal funds 

rate fell from 6.50 percent to 1 .OO percent. The FOMC reversed this trend 

on June 29, 2004 and raised the federal funds rate 25 basis points to I .25 

Wolk, Martin, “Fed leaves short-term rates unchanged,” MSNBC, January 28, 2004. 13 
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percent. Between June 29, 2004 and January 31, 2006, the FOMC has 

raised the federal funds rate thirteen more times to its current level of 4.50 

percent (the next scheduled meeting of the FOMC will be on March 28, 

2006). The FOMC’s January 31, meeting was also the final meeting for 

retiring Chairman Alan Greenspan, who had presided over the rate setting 

body for a total of eighteen years. On that same day, Greenspan’s 

successor, Ben Bernanke, the chairman of the President’s Council of 

Economic Advisers and a former Fed governor from 2002 to 2005, was 

confirmed by the U.S. Senate to be the new Fed chief. 

Q. 

A. 

What has been the reaction to the latest Fed action on interest rates? 

As expected, banks have followed the Fed’s lead once again and have 

boosted the prime rate to its current level of 7.50 percent. According to an 

article that appeared in the December 2, 2004 edition of The Wall Street 

Journal, the FOMC’s decision to begin raising rates two years ago was 

viewed as a move to increase rates from emergency lows in order to avoid 

creating an inflation problem in the future as opposed to slowing down the 

strengthening ec~nomy’~.  In other words, the Fed was trying to head off 

inflation before it became a problem. 

Since it began increasing the federal funds rate in June 2004, the Federal 

Reserve had stated that it would increase rates at a “measured” pace. 

McKinnon, John D. and Greg IP, “Fed Raises Rates by a Quarter Point,” The Wall Street 14 

Journal, September 22,2004. 
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Many analysts and economists interpreted this language to mean that 

former Chairman Greenspan would be cautious in increasing interest rates 

too quickly in order to avoid what is considered to be one of the Fed’s few 

blunders during Greenspan’s tenure - a series of increases in 1994 that 

caught the financial markets by surprise after a long period of low rates. 

The rapid rise in rates resulted in financial turmoil, which contributed to the 

bankruptcy of Orange County, California and the Mexican peso cr i~ is ’~ .  

Q. 

A. 

Q. 

A. 

Putting this all into perspective, how have the Fed’s actions over the past 

five years affected benchmark rates? 

Despite recent increases by the FOMC, interest rates and yields on U.S. 

Treasury instruments are still at historically low levels. The Fed’s actions 

have also had the overall effect of reducing the cost of many types of 

business and consumer loans. Despite the recent increases in the federal 

funds rate, the federal discount rate (the rate charged to member banks) 

has fallen from 5.73 percent in 2000, to its present level of 5.50 percent. 

What has been the trend in other leading interest rates over the last year? 

As of February 9, 2006, all of the leading interest rates have moved up. 

The prime rate has increased from 5.50 percent a year ago to a current 

level of 7.50 percent. The benchmark federal funds rate, just discussed, 

has increased from 2.50 percent, in February 2005, to its current level of 

l5 Associated Press (AP), ”Fed begins debating interest rates” USA Today, June 29, 2004. 
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4.50 percent (the result of the fourteen quarter point increases noted 

earlier). The yields on all maturities of U.S. Treasury instruments have 

increased over the past year. Both the 30-year and 30-year zero Constant 

Maturity rates have reversed their earlier trends of falling as short-term 

rates were rising, a condition that had been described by former Chairman 

Greenspan as a “conundrum”16, thus creating the flat yield curve that 

currently exists (Attachment E). The 91-day T-bill rate, used in my CAPM 

analysis, has increased from 2.51 percent, in February 2005, to 4.51 

percent today. The l-Year Treasury Constant Maturity rate has also 

increased from 2.93 percent over the past year to 4.66 percent today. 

Again, these levels are still low when they are compared with yields during 

the early nineties displayed on Schedule WAR-8. 

3. 

4. 

How have economists and members of the investment community viewed 

the Fed’s rate actions since June 2004? 

The change in the Fed’s language from “considerable period” to “patient” 

to “measured,” that have been noted through the course of my testimony, 

has pretty much summed up the Fed’s course of action during the 

economic recovery that is still in progress. In his October 2004 column for 

Wells Capital Management’s (“Wells”) Monthly Market Outlook publication, 

Senior Economist Gary E. Schlossberg viewed the Fed’s credit tightening 

action as a trend that would likely continue barring an unraveling of the 

Wolk, Martin, “Greenspan wrestling with rate ‘conundrum’,” MSNBC, June 8, 2005. 16 
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economic recovery, a major disruption in the financial markets or a 

renewed threat of declining prices. Mr. Schlossberg believed then that the 

Fed was determined to engineer a fundamental shift from its past policy of 

“aggressive accommodation” to what he considered to be a more “neutral” 

policy stance (determined by both the rate of inflation and an additional 

“premium” of possibly 1.00 percent to 1.50 percent) via a series of rapid 

fire quarter-point (Le. 25 basis points) increases that will result in a federal 

funds rate of 4.00 percent to 4.50 percent by the end of 2005. Mr. 

Schlossberg’s expectation of future incremental increases in the federal 

funds rate was also shared at the time by Mickey Levy, Chief Economist 

for Bank of America, and by Value Line analysts. In the October 1, 2004 

edition of Value Line’s “Selection & Opinion” publication, Value Line’s 

analysts stated that they believed that the Fed was following a prudent 

course. In their opinion the Fed’s interest rate cutting helped to avoid a 

more serious recession and the Fed’s present course of action will help to 

insure that the current upturn in the economy is sustained while keeping 

inflation low and under control at the same time. 

2. 

4. 

What is the current outlook for interest rates, inflation, and the economy? 

The views expressed by Messrs Levy and Schlossberg during the last 

quarter of 2004 have only been off target by about three months. A recent 
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article17 in the February 1, 2006 edition of The Wall Street Journal 

reported that a Fed statement accompanying the news of the latest rate 

hike signaled that another rate increase is still on the table and, that at this 

point, it appears that any further increases will depend on incoming 

economic data. If the Fed continues its trend of raising rates in 25 basis 

point increments under incoming Chairman Bernanke, the federal funds 

rate should level off at either 4.50 percent or 4.75 percent within the first 

quarter of 2006. 

According to analysts and economists at Value Line and Wells Capital 

Management, the overall outlook for economic growth, and the current low 

interest rate environment, appears to be good despite a moderate pace of 

GDP growth and higher oil prices. In their most recent Selection & 

Opinion outlook published on Friday, February 17, 2006, Value Line 

analysts stated the following: 

“We think the economy will settle into a modest, albeit sustain- 
able, growth course over the balance of 2006. Underpinning 
this prospective growth of 3.0%-3.5% should be solid levels of 
industrial production and capital goods activity, stable trends in 
consumer spending, and further gains in personal income and 
employment. Arguing against stronger growth will be high oil 
prices and generally softening demand for housing. 

The following quoteI8 by Wells Capital management‘s Chief Investment 

Strategist, James W. Paulsen, Ph.D., had this to say: 

“While we believe that the stock market will be dictated by the 
pace of real economic growth this year, the bond market and 
Fed actions will depend on the direction of core consumer price 
inflation. Until now, Fed policy has been aimed at reversing the 

Ip, Greg, ”Fed Lifts Rate by Quarter Point, Casts Doubt on More Increases,” The Wall Street 17 

Journal, February 1,2006. 
78 Wells Capital Management‘s Economic and Market Perspective, January 2006, Page 1. 
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emergency discount and returning short-term interest rates back 
to a neutral range. Future policy actions will now depend primarily 
on inflation evidence. Throughout this recovery the bond market 
has consistently shown a newfound attitude - ’strong real economic 
growth doesn’t scare me, only evidence of actual core inflation 
will get me to raise yields’.” 

Q. 

4. 

Q. 

A. 

How has the water industry segment of the U.S. economy fared recently? 

In his January 27, 2006 update on the water services industry, Value Line 

analyst Andre Costanza stated that earnings for the water utility industry 

as a whole continued to lag the earnings of most industrial companies 

during 2005. Mr. Costanza attributes this problem to a combination of 

rainy weather and rising infrastructure costs. Although none of the water 

company stocks followed by Value Line offer attractive capital gains, 

according to Mr. Costanza, they do remain attractive to income-oriented 

investors. Mr. Costanza noted that water utility stocks have had a long 

history of generating steady streams of income and that AWR and CWT 

both offer above-average dividend yields that should, based on Value 

Line’s projections, continue over the long run (Attachment B). 

What has been the trend in Value Line’s return on common equity 

projections for the water utility industry over the last six years? 

Up until this year, and with the exception of 2003, Value Line’s analysts 

have been making downward projections on water industry book returns 

on common equity (“ROE”). The following is a summary of Value Line’s 
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water utility industry composite statistics on ROE, over the aforementioned 

period, which are exhibited in Attachment F of my testimony: 

Value Line Published Projected Returns 2000 - 2005 

2000 2001 2003-05 

Value Line ROE Projection - Nov. 3, 2000 11.0% 11.0% 12.0% 

- 2001 2002 2004-06 

Value Line ROE Projection - Nov. 2, 2001 10.5% 11.0% 11.5% 

2002 2003 2005-07 

Value Line ROE Projection - Nov. 1, 2002 10.0% 10.5% 11.5% 

- 2003 2004 2006-08 

Value Line ROE Projection - Oct. 31, 2003 10.0% 11.0% 12.0% 

- 2004 2005 2007-09 

Value Line ROE Projection - Oct. 29, 2004 9.5% 9.5% 10.0% 

2005 2006 2008-10 

Value Line ROE Projection - Oct. 28, 2005 11.0% 11.0% 11.5% 

Value Line Published Actual Returns 2001 - 2005 

- 2001 -- 2002 2003 2004 

Value Line historic Returns - Oct. 28, 2005 10.7% 11.2% 8.8% 10.7% 

In addition to the downward trend in projections that I just addressed, the 

above summary also illustrates the fact that Value Line’s analysts have 

been somewhat more optimistic in their forward-looking one-year and 

long-term projections. As can be seen below, Value Line’s analysts have 

been somewhat high in their coming year projections on ROE. 
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2. 

4. 

Value Line 
Year Proiected 

2001 11 .O% 
2002 11 .O% 
2003 10.5% 
2004 11 .O% 

- 
Actual Book 

Return on ROE Difference 

10.7% -30 Basis Points 
11.2% 20 Basis Points 
8.8% -1 70 Basis Points 
10.7% -30 Basis Points 

As can be seen above, with the exception of the 2002 operating period, 

Value Line's analyst's projections on water utility ROE'S from one year out 

were 30 to 170 basis points higher than the actual returns booked by the 

water utilities. This is why I do not rely on the face value of analyst's 

projections and only use Value Line's and Zacks projections as guides in 

developing my growth estimates for the DCF model. 

Please summarize how the economic data just presented relates to 

BMSC. 

If incoming Fed Chairman Benanke continues to keep inflation in check, 

and keep it contained within in his preferred range of 1 to 2 percent", 

BMSC could look forward to relatively stable and even possibly declining 

prices for goods and services, which in turn means that BMSC can expect 

its present operating expenses to either remain stable or possibly decline 

in the coming years. Lower interest rates would also benefit BMSC in 

regard to any short or long-term borrowing needs that the Company may 

have. Lower interest rates, would further help to accelerate growth in new 

~~ 

Ip, Greg, "Fed Minutes Indicate Inflation Still a Worry for Some Officials, " The Wall Street 19 

Journal, February 22,2006. 
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construction projects and home developments in the Company’s service 

territories, and may result in new revenue streams to BMSC. 

Q. 

A. 

After weighing the economic information that you’ve just discussed, do you 

believe that the 9.49 percent cost of equity capital that you have estimated 

is reasonable for BMSC? 

I believe that my recommended 9.49 percent cost of equity will provide 

BMSC with a reasonable rate of return on the Company’s invested capital 

when economic data on interest rates (that are still low by historical 

standards), continued growth in new housing construction (attributed to 

historically low interest rates), and a low and stable outlook for inflation are 

all taken into consideration. As I noted earlier, the Hope decision 

determined that a utility is entitled to earn a rate of return that is 

commensurate with the returns it would make on other investments with 

comparable risk. I believe that my DCF analysis has produced such a 

return. The results that I have obtained are consistent with Value Line’s 

view that the water utility stocks included in my proxy “offer an above 

average dividend yield.” 

CAPITAL STRUCTURE 

Q. Have you reviewed BMSC’s testimony regarding the Company’s proposed 

capital structure? 

A. Yes, I have. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Please describe the Company's proposed capital structure. 

The Company is proposing a capital structure comprised of 100 percent 

common equity. This capital structure excludes long-term debt issued by 

the Algonquin Fund to BMSC2'. BMSC argues in this case that, because 

it has treated the Company's debt service costs as an annual operating 

lease expense, the underlying debt issuances should be excluded from 

the capital structure. RUCO is not recommending this operating lease 

treatment, and therefore it is appropriate to reflect the debt issuance in the 

capital structu re. 

Is RUCO recommending that the Commission continue to treat the 

purchased treatment capacity as an operating lease? 

No. RUCO witness Marylee Diaz Cortez, CPA, is recommending that the 

purchased treatment capacity be treated as a utility asset and that it be 

included in BMSC's rate base as utility plant-in-service. Accordingly, I 

have made an adjustment to remove the Company-proposed $1 89,622 

operating expense, which recovers the debt service on the purchased 

treatment capacity. 

What capital structure are you proposing? 

I am recommending a capital structure comprised of 56 percent common 

equity and 44 percent long-term debt. 

This adjustment is discussed in detail in the direct testimony RUCO witness Marylee Diaz 20 

Cortez, CPA 
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2. 

4. 

2. 

4. 

a. 

4. 

How did you arrive at your recommended level of Common equity? 

My recommended capital structure includes the Company-proposed test 

year adjusted level of $1,498,949 in common equity. 

How did you determine your recommended level of long-term debt? 

The $1,201,726 level of long-term debt represents the general ledger 

balance of inter-company loans that are identified on BMSC’s balance 

sheet as payables to associated companies, which along with my 

recommended level of common equity, financed the Company’s test year 

level of plant-in-service and the purchased treatment capacity asset, that 

Ms. Diaz Cortez is recommending rate base treatment for, during the test 

year. 

Will the opportunity exist for BMSC to recover the Company’s investment 

in the purchased treatment capacity under the treatment that RUCO is 

proposing? 

Yes. BMSC will have an opportunity to recover the Company’s invested 

capital in the purchased treatment capacity in the same manner that the 

Company will recover all of its other invested capital under normal 

ratemaking practice. 
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1. 

4. 

1. 

4. 

a. 
4. 

Please describe the payables to associated companies that you have 

included in the long-term debt portion of your recommended capital 

st ru ct u re. 

The payables to associated companies represent inter-company loans, 

between the Company and Algonquin Water Resources of America, Inc., 

as evidenced by three promissory notes that were entered into on March 

16, 2001, at the time of Algonquin Power’s acquisition of BMSC. 

How did you arrive at your recommended cost of 9.40 percent for the 

payables to associated companies? 

My recommended 9.40 percent cost of debt is the same cost of debt that 

the Company’s consultant used to calculate the operating lease expense 

figure exhibited in Schedule C of BMSC’s Application. 

Is the Company-proposed capital structure in line with industry averages? 

No. The Company-proposed capital structure is much heavier in equity 

than the capital structures of the other water companies included in my 

cost of capital analysis (Schedule WAR-9). The capital structures for 

those utilities averaged 50.1 percent for debt and 49.9 percent for equity 

(49.8 percent common equity + 0.1 percent preferred equity). 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

In terms of risk, how does the Company-proposed capital structure 

compare to the water utilities in your sample? 

The water utilities in my sample, from which I derived an estimated cost of 

common equity of 9.49 percent, would be considered as having a higher 

level of financial risk (Le. the risk associated with debt repayment) 

because of their higher levels of debt. The additional financial risk due to 

debt leverage is embedded in the cost of equities derived for those 

companies through the DCF analysis. Thus, the 9.49 percent cost of 

equity derived in my DCF analysis is applicable to companies that are 

more leveraged and, theoretically speaking, riskier than a utility with no 

debt in its capital structure. 

How does your recommended cost of equity capital compare with the cost 

of equity capital proposed by the Company? 

The 11 .OO percent cost of equity capital proposed by the Company’s cost 

of capital witness is 151 basis points higher than the 9.49 percent cost of 

equity capital that I am recommending. 

How does the Company’s proposed weighted cost of capital compare with 

your recommendation? 

As explained earlier, the Company has proposed a weighted cost of 

capital of 11.00 percent. This composite figure is the result of the total 

absence of debt. The Company-proposed 11 .OO percent weighted cost of 

52 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

lirect Testimony of William A. Rigsby 
locket No. SW-02361 A-05-0657 

capital is 155 basis points higher than the 9.45 percent weighted cost that 

I am recommending which was derived from water utilities in my sample 

which are perceived as having financial risk as a result of their leveraged 

ca pita1 structures. 

COMMENTS ON BMSC’S COST OF EQUITY CAPITAL TESTIMONY 

a. 
4. 

a. 
4. 

Who estimated the Company-proposed cost of equity capital? 

Mr. Thomas M. Bourassa (who I noted earlier in my testimony) estimated 

the Company-proposed cost of equity capital for BMSC. 

Briefly describe Mr. Bourassa’s testimony. 

As was discussed in the last section of my testimony, Mr. Bourassa is 

proposing a final cost of common equity estimate of 11.00 percent for 

BMSC based on the results of his cost of equity analysis, which ranged 

from 9.10 percent to 12.70 percent. His weighted cost of capital of 11 .OO 

percent is the result of his proposed capital structure, which excluded all of 

BMSC’s linter-company loans used to finance the purchased treatment 

capacity from the City of Scottsdale. Mr. Bourassa believes that a higher 

cost of equity is merited for a number of reasons including the financial 

risk associated with the inter-company loans that he excluded from the 

Company-proposed capital structure. 
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3. 

4. 

Do you agree with Mr. Bourassa’s rationale that even though the inter- 

company loans are not included in the Company’s capital structure, the 

Company still requires a higher cost of common equity that takes financial 

risk, normally associated with long-term debt obligations to bondholders or 

financial institutions, into consideration? 

No I do not agree with Mr. Bourassa’s rationale on this matter. Mr. 

Bourassa takes the position that the Company’s inter-company loans still 

have an impact on BMSC’s cost of common equity even though he has 

excluded the loans from the Company’s capital structure. If the 

Commission were to treat the purchased treatment capacity as an 

operating lease, as opposed to a plant-in-service asset as RUCO is 

recommending, BMSC will recover the inter-company payable on a dollar- 

for-dollar basis in rates as an operating expense. This would remove any 

financial risk associated with the inter-company loans assuming there 

were any financial risks to begin with on an inter-company payable as 

opposed to a bond issuance or a third party loan. In short, the Company 

wants the best of all worlds. The Company seeks to fully recover the 

inter-company loan on a dollar-for-dollar basis as an operating expense, 

and also seeks a higher return on common equity, attributable to financial 

risk, when it is proposing a capital structure that has no debt and should 

therefore have no financial risk whatsoever. 
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Q. 

A. 

Q. 

A. 

What cost of common equity and capital structure would you recommend 

if the Commission were to adopt the Company-proposed operating lease 

treat men t? 

I would recommend a lower cost of common equity that reflects the 

absence of financial risk. This could be achieved by either making a direct 

reduction to the 9.49 percent cost of common equity derived from my DCF 

analysis, as I did in a prior case involving Rio Rico Utilities, Inc, or by 

applying a hypothetical capital structure, as I did in the recent Southwest 

Gas Corporation Case. Another approach to achieve the appropriate 

result would be to adopt the capital structure and cost of debt of BMSC’s 

parent, the Algonquin fund. As can be seen on pages 1 and 2 of 

Schedule WAR-1, this would result in a capital structure comprised of 57 

percent equity and 43 percent debt, a weighted cost of debt of 8.16 

percent and a weighted cost of capital of 8.92 percent (assuming the 

Commission adopts my recommended 9.49 percent cost of common 

eq u i ty ) . 

How would you respond to the argument that the Algonquin Fund long- 

term debt was not used to directly finance the assets of BMSC? 

The same argument could be made for any hypothetical capital structure 

that uses a cost of debt based on the going rate of interest for utility bond 

issues. In this case, the weighted cost of the Algonquin Fund’s long-term 

debt liabilities (Le. the debt incurred by the companies that make up the 
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Algonquin Fund) would be fairer, since it would include the actual costs of 

debt obligations that were incurred by Arizona utilities (Le. Litchfield Park 

Service Company and Bella Vista Water Company). While such an 

argument could certainly be made against the capital structure approach 

that I am suggesting here, it would neither address nor solve the need to 

calculate a downward adjustment to the 9.49 percent cost of common 

equity that I derived from my DCF analysis. This same capital structure 

issue was addressed in the Rio Rico Utilities, Inc., rate case, in which the 

Commission recognized the fact that a downward adjustment was 

reasonable. This is evidenced in the Commission’s Decision on Rio Rico 

Utilities, Inc., which states the following: 

Based on the entirety of the record, we find that Rio Rico’s cost 
of equity to be 8.7 percent which is approximately the midpoint 
between Staff’s updated estimate (8.6 percent) and RUCO’s 
recommendation (8.83 percent). However, the Company’s capital 
structure is comprised entirely of equity, at a time when the cost 
of debt is low. As a result, ratepayers are penalized by the 
Company’s choice of a capital structure consisting of higher cost 
equity. Although we are not using a hypothetical capital structure 
in this case, we believe that recognition of this imbalance should 
be reflected in the authorized rates of return for the wastewater 
division which experienced an operating loss during the test year. 

Using the Algonquin Fund’s capital structure, which is heavier in equity, 

would be more favorable to the Company since it would produce a higher 

weighted cost of capital than what a hypothetical capital structure using 

the average capital structure of my sample water companies and recent 

yields on utility bonds (ranging from 5.69 percent to 6.05 percent) would 

provide. 
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Q. 

A. 

Q. 

A. 

Is it common practice to use the capital structure of a utility’s parent 

company in rate cases? 

Yes. The best example is the Citizens Utilities case”, which I noted in the 

DCF section of my testimony. In that case RUCO recommended that the 

Commission adopt a hypothetical capital structure of 50 percent common 

equity and 50 percent debt, however, the Commission adopted ACC Staff 

and Citizens’ recommendation to use Citizens’ actual consolidated capital 

structure of 62 percent common equity and 38 percent long-term debt. In 

arriving at its decision to use the actual consolidated capital structure, the 

Commission concluded that Citizens’ Arizona gas and electric divisions 

had no stand alone capital structures of their own and that all of the capital 

was provided from Citizens. That is just as true in this case since all of the 

capital, including the capital associated with the inter-company loans, has 

come from the Algonquin Fund. 

Does the fact that BMSC is owned by a mutual fund merit any different 

approach for establishing a capital structure than the manner in which a 

capital structure would be established for a holding company-owned or 

developer-owned utility? 

No, I do not believe so. At the end of the day the approach taken by the 

Algonquin Fund is simply one more form of investing in and owning an 

economic entity or a financial instrument. In this case we’re talking about 

21 Decision No. 58664, dated June 16, 1994 
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a collection of utilities or utility related businesses from which the 

investors, or unit holders if you will, expect to realize a rate of return on. 

Q. 

4. 

Q. 

A. 

Q. 

A. 

Are there any other reasons why you believe that the Commission should 

adopt your recommended capital structures and weighted costs of capital? 

Yes. As I explained in my direct testimony on required revenue, the 

Company’s parent has a large measure of control over the amounts that 

are charged for contractual service expenses. Given the fact that the 

Company’s parent has direct control on any markup for performing these 

services, the potential exists to manipulate BMSC’s bottom line operating 

income. For this reason, I believe that the Commission should adopt a 

conservative rate of return for the Company. 

What methods did Mr. Bourassa use to arrive at his cost of common 

equity? 

Mr. Bourassa used the DCF method and the risk premium method. His 

final estimate of 11.00 percent weighs the results obtained with these 

methodologies with actual returns, authorized returns and analyst’s 

projections on returns on book equity over the 2005 - 2008 operating 

periods. 

Did you conduct a risk premium study? 

No I did not. 
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Q. 

A. 

Q. 

A. 

Do you agree with Mr. Bourassa’s assertions that BMSC is riskier because 

it is smaller than the utilities included in his sample and operates in the 

Arizona Jurisdiction? 

No. Both of these arguments have been advanced by a number of utility 

witnesses over the years and the Commission has soundly rejected both 

arguments in every case that I have been involved in. 

Please comment on Mr. Bourassa’s comments on the reliability of DCF 

results because of rising utility stock prices. 

A similar argument can be made for the CAPM methodology, which is 

dependent on interest rates that have increased over the past year. Any 

methodology for determining the cost of equity capital is subject to 

fluctuating economic conditions, such as stock prices and interest rates, at 

any given point in time. That is why more than one methodology is used 

in making a final estimate on what the cost of common equity for a utility 

is. I believe that varying economic conditions and their effects on the 

estimation of a cost of capital are a fact of life for entities that choose to 

engage in the regulated utility business. At the end of the day, utilities 

such as BMSC choose when to file for rates and if the possibility exists 

that current economic conditions may have a negative impact on their 

desired rate of return they can refrain from filing for rates. 
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a. 

4. 

2. 

4. 

Were there any differences in the way that you conducted your DCF 

analysis and the way that Mr. Bourassa conducted his? 

Yes, as can be seen above, Mr. Bourassa conducted three separate DCF 

analyses. Each of his DCF analyses uses a sample proxy of six water 

providers. His first DCF analysis uses a one-step constant growth model 

that uses analyst‘s estimates of long-term EPS growth for the growth (9) 

component in the model. His second DCF analysis is also a one-step 

constant growth model, similar to the one that I used, which includes Mr. 

Bourassa’s sustainable growth (br + sv) estimates for the growth 

component in the model. Mr. Bourassa’s third DCF analysis is a variation 

on the two-step or multi-stage growth DCF model. 

Why didn’t you conduct a multi-stage DCF analysis like the one conducted 

by Mr. Bourassa? 

Primarily because the growth rate component that I estimated for my 

single-stage model takes into consideration both the near-term and long- 

term GDP growth rate projections that Mr. Bourassa used in his multi- 

stage model. This being the case, I saw no need to conduct a separate 

DCF analysis. During a recent rate case involving the Paradise Valley 

Water District”, Dr. Michael J. Vilbert, the cost of capital consultant for 

Arizona-American Water Company, took the position that the long-term 

GDP projections used in the multi-stage DCF model mitigates the effect of 

Docket No. W-01303A-05-0405 22 
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optimism bias, which is a tendency on the part of analysts to make overly 

optimistic growth estimates. In support of his position, Dr. Vilbert cited of 

a 2003 studf3, which concluded that there is little forecastability in 

earnings estimates over long horizons and that analysts’ estimates tend to 

be overly optimistic. This situation was illustrated earlier in my testimony 

using Value Line estimates versus actual realized returns on book equity. 

As I also pointed out earlier in my testimony, the approach that I use takes 

optimism bias into consideration. 

Q. 

A. 

Q. 

A. 

What is the difference between your DCF results and Mr. Bourassa’s first 

DCF result? 

The 9.49 percent cost of common equity derived in my DCF analysis, that 

uses an average of four sample water companies, is 111 basis points 

lower than the 10.60 percent midpoint figure derived in Mr. Bourassa’s 

one-step DCF analysis, which is an average of six sample water 

companies (as exhibited in Schedule D-4.9 of the Company’s Application). 

Please explain why your 9.49 percent DCF result is 11 1 basis points lower 

than the 10.60 percent result produced by Mr. Bourassa’s one-step DCF 

model. 

As I pointed out earlier in my testimony, Mr. Bourassa utilized three small 

to mid cap water utilities that are not traded as frequently as the 

23 L. K. C. Chan, J. Karceski, and J. Lakonishok, 2003, “The Level and Persistence of Growth 
Rates, “ Journal of Finance 58(2): 643-684. 
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companies in my sample. Mr. Bourassa’s sample did not include results 

for SWWC either. Because of this we do not have an apples to apples 

comparison. When the three water companies that we do have in 

common are compared against each other, Mr. Bourassa’s model 

produces a figure of 11 .I percent or 161 basis points higher than the 9.49 

percent figure produced by mine. The comparison is still not an accurate 

one because Mr. Bourassa relied entirely on analyst‘s EPS growth 

estimates at face value whereas my model relied on my estimates of 

sustainable growth using analyst‘s projections as a guide. His average 

stock prices, (PO) of the DCF formula (k = ( D1 + PO ) + g), are spot prices 

which were observed on July 29, 2005 versus the eight-week average that 

I used. The difference between the closing stock prices used in my 

analysis and Mr. Bourassa’s analysis are as follows: 

Rigs by Bourassa Difference 

AWR $31.72 $31.07 $0.65 

CWT $40.13 $40 .OO $0.13 

WTR $27.83 $30.78 $2.95 

In the case of WTR, the lower 8-week price that I used reflects a 4 for 3 

stock split which occurred in the last week of 2005. 
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Q. 

A. 

a. 

A. 

What is the difference between your DCF estimate and Mr. Bourassa’s 

second DCF analysis using sustainable growth estimates? 

Mr. Bourassa’s model produced a midpoint estimate of 1 I .20 percent, 

which is 171 basis points higher than the result 9.49 percent figure 

produced by my DCF model. In addition to the differences that I pointed 

out previously regarding the utilities used in our samples and the 

differences in the dividend yield portion of the model, Mr. Bourassa again 

relies solely on the higher estimates of value line analysts for his 

estimates of br and s. Unlike my estimate of the v component of the 

model, Mr. Bourassa’s estimate of v fails to recognize that the market 

price of a utility’s common stock will tend to move toward book value, or a 

market-to-book ratio of I .O, if regulators allow a rate of return that is equal 

to the cost of capital. This results in a higher figure for the v component of 

the growth estimate. 

Didn’t you state earlier in your testimony that you did not use utilities that 

are followed in Value Line’s Small and Mid Cap Edition because Value 

Line’s analysts do not provide forward-looking information on long-term 

estimates of share growth? 

Yes I did. These projections are used to develop an input for the sv 

component in my DCF model. 
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Q 

A. 

Q. 

A. 

... 

How did Mr. Bourassa deal with this situation in his sustainable growth 

model? 

Mr. Bourassa was unable to calculate an actual sv estimate for 

Connecticut Water Service, Inc., Middlesex Water Company and SJW 

Corp. Instead of eliminating these companies from the analysis, he 

simply substitutes an average of his growth estimates (br + sv) for the 

other three utilities that were included in both of our samples. 

What is the difference between your DCF result and Mr. Bourassa’s two- 

step or multi-stage growth model DCF result? 

The 9.49 percent cost of common equity derived in my DCF analysis (that 

uses four sample water companies) is 61 basis points lower than the 

10.10 percent midpoint estimate derived in Mr. Bourassa’s two-step DCF 

analysis. This version of the DCF produced the lowest midrange result of 

all the versions employed by the Company’s witness. Mr. Bourassa used 

a long-term GDP growth estimate in the second stage component of the 

model, which as I discussed earlier, is believed to help mitigate the effects 

of optimism bias among securities analysts. Once again Mr. Bourassa 

used his same of six water companies. 
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Q. 

A. 

Q. 

A. 

Does your silence on any of the issues, matters or findings addressed in 

the testimony of Mr. Bourassa or any other witness for BMSC constitute 

your acceptance of their positions on such issues, matters or findings? 

No, it does not. 

Does this conclude your testimony on BMSC? 

Yes, it does. 
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Appendix 1 

Qualifications of William A. Rigsbv 

University of Phoenix 
Master of Business Administration, Emphasis in Accounting, 1993 

Arizona State University 
College of Business 
Bachelor of Science, Finance, 1990 

Mesa Community College 
Associate of Applied Science, Banking and Finance, 1986 

Michigan State University 
Institute of Public Utilities 
N.A.R.U.C. Annual Regulatory Studies Program, 1997 &1999 

Florida State University 
Center for Professional Development & Public Service 
N.A.R.U.C. Annual Western Utility Rate School, 1996 

EXPERIENCE: Public Utilities Analyst V 
Residential Utility Consumer Office 
Phoenix, Arizona 
April 2001 - Present 

Senior Rate Analyst 
Accounting & Rates - Financial Analysis Unit 
Arizona Corporation Commission, Utilities Division 
Phoenix, Arizona 
July 1999 - April 2001 

Senior Rate Analyst 
Residential Utility Consumer Office 
Phoenix, Arizona 
December 1997 -July 1999 

Utilities Auditor I1 and Ill 
Accounting 8, Rates - Revenue Requirements Analysis Unit 
Arizona Corporation Commission, Utilities Division 
Phoenix, Arizona 
October 1994 - November 1997 

Revenue Auditor II 
Arizona Department of Revenue 
Corporate Income Tax Audit Unit 
Phoenix, Arizona 
November 1993 - October 1994 

Tax Examiner Technician I 
Arizona Department of Revenue 
Transaction Privilege Tax Audit Unit 
Phoenix, Arizona 
July 1991 - November 1993 
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION 

Utilitv Companv 

ICR Water Users Association 

Rincon Water Company 

Ash Fork Development 
Association, Inc. 

Parker Lakeview Estates 
Homeowners Association, Inc. 

Mirabell Water Company, Inc. 

Bonita Creek Land and 
Homeowner’s Association 

Pineview Land & 
Water Company 

Pineview Land & 
Water Company 

Montezuma Estates 
Property Owners Association 

Houghland Water Company 

Sunrise Vistas Utilities 
Company - Water Division 

Sunrise Vistas Utilities 
Company - Sewer Division 

Holiday Enterprises, Inc. 
dba Holiday Water Company 

Gardener Water Company 

Cienega Water Company 

Rincon Water Company 

Vail Water Company 

Bermuda Water Company, Inc. 

Bella Vista Water Company 

Pima Utility Company 

Docket No. 

U-2824-94-389 

U-I 723-95-1 22 

E-I 004-95-1 24 

U-I 853-95-328 

U-2368-95-449 

u-2195-95-494 

U-I 676-96-1 61 

U-I 676-96-352 

U-2064-96-465 

U-2338-96-603 et al 

U-2625-97-074 

U-2625-97-075 

U-I 896-97-302 

U-2373-97-499 

W-2034-97-473 

W-I 723-97-41 4 

W-01651A-97-0539 et al 

W-01812A-98-0390 

W -02465A-98-0458 

SW-02199A-98-0578 

Tvpe of Proceeding 

Original CC&N 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Financing 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 

Financing/Auth. 
To Issue Stock 

Rate Increase 

Rate Increase 

Rate Increase 

Rate Increase 
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.) 

Utility Company 

Pineview Water Company 

I.M. Water Company, Inc. 

Marana Water Service, Inc. 

Tonto Hills Utility Company 

New Life Trust, Inc. 
dba Dateland Utilities 

GTE California, Inc. 

Citizens Utilities Rural Company, Inc. 

MCO Properties, Inc. 

American States Water Company 

Arizona-American Water Company 

Arizona Electric Power Cooperative 

360networks (USA) Inc. 

Beardsley Water Company, Inc. 

Mirabell Water Company 

Rio Verde Utilities, Inc. 

Arizona Water Company 

Lorna Linda Estates, Inc. 

Arizona Water Company 

Mountain Pass Utility Company 

Picacho Sewer Company 

Picacho Water Company 

Ridgeview Utility Company 

Green Valley Water Company 

Bella Vista Water Company 

Arizona Water Company 

Docket No. 

W-01676A-99-0261 

W-02191A-99-0415 

W-01493A-99-0398 

W-02483A-99-0558 

W -03537A-99-0530 

T-01954B-99-0511 

T-01846B-99-0511 

W-02113A-00-0233 

W-02113A-00-0233 

W-01303A-00-0327 

E-01773A-00-0227 

T-03777A-00-0575 

W-02074A-00-0482 

W-02368A-00-046 1 

W S-02 1 56A-00-032 1 et a1 

W-01445A-00-0749 

W-02211A-00-0975 

W-01445A-00-0962 

SW-03841 A-01-0166 

SW-03709A-01-0165 

W-03528A-01-0169 

W-03861A-01-0167 

W-02025A-01-0559 

W-02465A-01-0776 

W -0 1445A-02-06 1 9 

Tvpe of Proceeding 

WIFA Financing 

Financing 

WIFA Financing 

WIFA Financing 

Financing 

Sale of Assets 

Sale of Assets 

Reorganization 

Reorganization 

Financing 

Financing 

Financing 

WIFA Financing 

WIFA Financing 

Rate Increase/ 
Financing 

Financing 

Rate Increase 

Rate Increase 

Financing 

Financing 

Financing 

Financing 

Rate Increase 

Rate Increase 

Rate Increase 
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.) 

Utility Company 

Arizona-American Water Company 

Arizona Public Service Company 

Rio Rico Utilities, Inc. 

Qwest Corporation 

Chaparral City Water Company 

Arizona Water Company 

Southwest Gas Corporation 

Arizona-American Water Company 

Docket No. 

W-01303A-02-0867 et al. 

E-Ol345A-03-0437 

W S-02676A-03-0434 

T-01051 B-03-0454 

W -02 1 1 3A-04-06 1 6 

W-01445A-04-0650 

G-01551 A-04-0876 

W-01303A-05-0405 

Tvpe of Proceeding 

Rate increase 

Rate Increase 

Rate increase 

Renewed Price Cap 

Rate increase 

Rate Increase 

Rate Increase 

Rate increase 
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BLACK MOUNTAIN SEWER CORPORATION 
TEST YEAR ENDED DECEMBER 31,2004 
CAPM COST OF EQUITY CAPITAL 

BASED ON A GEOMETRIC MEAN: 

LINE 
NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

DOCKET NO. SW-02361A-05-0657 
SCHEDULE WAR - 7 
PAGE 1 OF 2 

(A) 
STOCK 

SYMBOL k = rf + I  R x ( rm rf 1 1  = I -  

AWR k = 4.37% + [ 0.75 x ( 10.40% - 4.37% ) ] = 

CWT k = 4.37% + [ 0.75 x ( 10.40% - 4.37% ) ] = 

swwc k = 4.37% + [ 0.70 x ( 10.40% - 4.37% ) ] = 

WTR k = 4.37% + [ 0.80 x ( 10.40% - 4.37% ) ] = 

WATER COMPANY AVERAGE 

(B) 
EXPECTED 

RETURN 

8.89% 

8.89% 

8.59% 

9.19% 

CGC k = 4.37% + [ 0.80 x ( 10.40% - 4.37% ) ] = 9.19% 

KSE k = 4.37% + [ 0.85 x ( 10.40% - 4.37% ) ] = 9.50% 

LG k = 4.37% + [ 0.80 x ( 10.40% - 4.37% ) ] = 9.19% 

NWN k = 4.37% + [ 0.70 x ( 10.40% - 4.37% ) ] = 8.59% 

PGL k = 4.37% + [ 0.85 x ( 10.40% - 4.37% ) ] = 9.50% 

SJI k = 4.37% + [ 0.65 x ( 10.40% - 4.37% ) ] = 8.29% 

swx k = 4.37% + [ 0.80 x ( 10.40% - 4.37% ) ] = 9.19% 

WGL k = 4.37% + [ 0.80 x ( 10.40% - 4.37% ) ] = 9.19% 

NATURAL GAS LDC AVERAGE pxq 

REFERENCES: 
COLUMN (A): SHARPE LITNER CAPITAL ASSET PRICING MODEL (“CAPM”) FORMULA 

k=rf+[R(r , - r f ) ]  

WHERE: k = THE EXPECTED RETURN ON A GIVEN SECURITY 
rf = RATE OF RETURN ON A RISK FREE ASSET PROXY (a) 
R = THE BETA COEFFICIENT OF A GIVEN SECURITY 
r, = PROXY FOR THE MARKET RATE OF RETURN (b) 

COLUMN (B): EXPECTED RATE OF RETURN USING THE CAPM FORMULA 

I NOTES 

(a) A &WEEK AVERAGE OF THE 91-DAY T-BILL RATES THAT APPEARED IN VALUE LINE INVESTMENT SURVEY’S 
”SELECTION & OPINIONS” PUBLICATION FROM 01/13/2006 THROUGH 02/17/2006 WAS USED AS A RISK FREE RAT1 
OF RETURN. 

(b) THE MARKET RATE PROXY USED WAS THE ARITHMETIC MEAN FOR S&P 500 RETURNS 
OVER THE 1926 - 2004 PERIOD. THE DATA WAS OBTAINED FROM IBBOTSON ASSOCIATES 
STOCKS, BONDS, BILLS AND INFLATION: 2004 YEARBOOK. 



BLACK MOUNTAIN SEWER CORPORATION 
TEST YEAR ENDED DECEMBER 31,2004 
CAPM COST OF EQUITY CAPITAL 

DOCKET NO. SW-02361 A-05-0657 
SCHEDULE WAR - 7 
PAGE 2 OF 2 

BASED ON AN ARITHMETIC MEAN: 

(A) (B) 
LINE STOCK EXPECTED 
- NO. SYMBOL k = rf + [  I3 x ( rrn - rf ) 1 = RETURN 

1 AWR k = 4.37% + [ 0.75 X ( 12.40% - 4.37% ) 1 = 10.39% 

2 CVVT k = 4.37% + [ 0.75 x ( 12.40% - 4.37% ) ] = 10.39% 

3 swwc k = 4.37% + [ 0.70 x ( 12.40% - 4.37% ) ] = 9.99% 

4 VVTR k = 4.37% + [ 0.80 x ( 12.40% - 4.37% ) ] = 10.79% 

5 WATER COMPANY AVERAGE 1 0 . 7 5 1  -10.39% 

6 CGC k = 4.37% + [ 0.80 X ( 12.40% - 4.37% ) ] = 10.79% 

7 KSE k = 4.37% + [ 0.85 X ( 12.40% - 4.37% ) ] = 11.20% 

8 LG k = 4.37% + [ 0.80 X ( 12.40% - 4.37% ) ] = 10.79% 

9 NWN k = 4.37% + [ 0.70 X ( 12.40% - 4.37% ) ] = 9.99% 

10 PGL k = 4.37% + [ 0.85 x ( 12.40% - 4.37% ) ] = 11.20% 

11 SJI k = 4.37% + [ 0.65 x ( 12.40% - 4.37% ) ] = 9.59% 

12 swx k = 4.37% + [ 0.80 x ( 12.40% - 4.37% ) ] = 10.79% 

13 WGL k = 4.37% + [ 0.80 X ( 12.40% - 4.37% ) ] = 10.79% 

14 NATURAL GAS LDC AVERAGE -10.39% 
REFERENCES: 
COLUMN (A): SHARPE LITNER CAPITAL ASSET PRICING MODEL ("CAPM") FORMULA 

k = rf + [ R (rm- r, ) ] 

WHERE: k = THE EXPECTED RETURN ON A GIVEN SECURITY 
rf = RATE OF RETURN ON A RISK FREE ASSET PROXY (a) 
I3 = THE BETA COEFFICIENT OF A GIVEN SECURITY 
r,,, = PROXY FOR THE MARKET RATE OF RETURN (b) 

COLUMN (B): EXPECTED RATE OF RETURN USING THE CAPM FORMULA 

NOTES 

(a) A 6-WEEK AVERAGE OF THE 91-DAY T-BILL RATES THAT APPEARED IWALUE LINE INVESTMENT SURVEY'S 
"SELECTION & OPINIONS PUBLICATION FROM 01/13/2006 THROUGH 02/17/2006 WAS USED AS A RISK FREE RATE 
OF RETURN. 

(b) THE MARKET RATE PROXY USED WAS THE ARITHMETIC MEAN FOR S&P 500 RETURNS 
OVER THE 1926 - 2004 PERIOD. THE DATA WAS OBTAINED FROM IBBOTSON ASSOCIATES 
STOCKS. BONDS. BILLS AND INFLATION: 2004 YEARBOOK 
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Years ended December 3 1 2004 2008 

Hydroelectric $ 43,268 $ 44,413 $ 
Cogeneration 71,846 61,890 
Alternative fuels 7,867 6,423 

Waste disposal 14,086 14,650 
Water reclamation/distribution 23,456 20,237 
Interest, dividend and 

Energy Sales 

Total energy sales S 122,981 Z 112,726 $ 

Thousands of Canadian dollars except as noted 

2002 2001 2000 1999 

40,681 $ 36,270 $ 43,996 $ 13,709 
23,566 - - - 

1,020 - - 
&,241 S 37,290- .$ 13,396 $ -13709 
4,994 - 

- - 10,697 - 
7,974 2,522 - - 

other income 
Total revenue 

6,681 6,608 6,851 5,157 2,697 5,896 
S 167,204 '5 154,221 $ 94,703 S 44,969 S 16,693 $ r9.605 .......... ". ........... ........ ... .......... ............... ..................... . .... " . 

Operating Profit iinclcides 
interest, dividend and 
other incorne) 

Hydroelectric 
Cogeneration 
Alternative fuels 
Infrastructure 
Other 

ToLd operating profit 

Net earnings 
Per trust unit 

Distributions to unitholders 
Per trust unit 

Cash available for distribution 
Per trust unit 

Balance Siicet Data 
Cash and cash equivalents 
Working capital 
Capital and intangible assets, 

and long-term investments 
Total assets 
Long-term liabilities and 
revolving credit facility 

(includes current portion) 
Unitholders' equity 
Number of units outstanding 

as of December 3 1 

$ 26,383 $ 29,045 $ 26,985 $ 24,835 $ 33,351 
25,273 23,773 15,069 1,166 - 

8,181 9,328 7,292 71 9 - 

73 9 278 85 1 2,530 1,063 
12,616 11,117 4,678 1,199 - 

5 73, I92 S 73,511 $ 54.875 S 30,443 S 3I,,i1.1 

22,802 44,507 16,150 6,864 13,364 
0.33 0.66 0.28 0.17 0.53 

0.92 0.92 0.92 0.92 0.97 
59,887 58,368 44,742 28,813 19,235 

0.87 0.86 0.77 0.73 0.78 

63,370 62,402 55,192 37,302 24,755 

34,197 21,238 24,838 31,713 9,580 
17,242 9,337 15,376 19,011 2,024 

742,994 751,904 674,495 467,3 12 31 0,056 
823,899 808,624 723,038 512,384 328,502 

206,017 166,713 86,099 50,665 73,244 
495,271 519,876 537,771 411,613 219,559 

69,691,592 67,887,612 67,887,612 50,875,772 27,020,472 

$ 13,051 
- 
- 
- 

2,016 
$ 15,067 

7,209 
0.37 

18,467 
0.90 

13,779 
0.70 

305,084 
325,988 

83,985 
205,221 

24,020,472 



RTTO U 
THE YEAR 2004 WAS ONE OF ACHIEVEMENT 
AND MEASURABLE PROGRESS FOR THE FUTURE. 
A solid diversification strategy and improvements in operational performance enabled the Fund to provide 
predictable cash distributions to unitholders. 

2004 ACHIEVEMENTS: 
Algonquin Power Income Fund distributed $0.92 per trust unit during 2004, consistent with 2003 

Revenue increased to $160.5 million from $147.6 million 
Cash available for distribution increased to $59.9 million from $58.4 million 
Cash available for distribution per trust unit increased to $0.87 from $0.86. 

The Fund has laid the 

groundwork for a 

diversified portfolio of 

power generation and 

infrastructure assets 

designed to contribute 

stable and increasing 

cash flows in this 

decade and beyond. 

from this strong foundation of 
high quality assets distributed among 
four operating divisions, management 
anticipates that future growth- both 
organic and acquisitive- will result in 
further improved operating margins 
and distributions to unitholders. 

The Fund's diversification strategy 
- established in 2001, accelerated 
in 2002, solidified in 2003 and 
2004 - delivered strong overall 
performance this year. The Fund has 
generated continuously increasing 
cash available for distribution. 

During 2004, the Fund generated 
$59.9 million in cash available for 
distribution compared to $58.4 
million in 2003. Cash available for 
distribution per trust unit in 2004 was 
$0.87 compared to $0.86 in 2003. 

The continuing maturation of the 
diversificationstrategy, management's 
focus on operational performance 
irnprovement and relatively strong 
hydro logy underpinned resu I ts this 
year. 

The benefits of the maturation 
process are evidenced in the overall 
balance of the Fund's portfolio. 
The fund's assets are deployed in 
hydroelectric generation (37%), 
natural gas cogeneration (19%), 
alternative fuels or biomass- 
fired generating assets (1 8"h) and 
infrastructure including water 
provision and recycling assets (21 "/") 
with the balance as administrative 
assets. 

Operating profits (includes interest, 
dividend and other income) are also 
well-balanced among hydroelectric 
(37%), natural gas cogeneration 
(35%), alternative fuels or biomass- 
fired generating assets i l l%)  and 

infrastructure (1 7%). 
Reduced benefits from the prior 

year in unrealized foreign exchange 
gains and a reversal in future income 
tax from a future tax recovery to a 
tax expense adversely impacted net 
earnings which decreased from $44.5 
niillion to $22.8 million. Netearnings 
per trust unit also decreased to $0.33 
from $0.66. 

Your Fund continues 

its p o k y  fo hedge 

a significant portion 

of its foreign 

currency exposure. 

The Algon~uin 

Power Income Fund 

is positioned well 

to provide sfable 

and ~re$ ic ta~ le  

cash d i s ~ r i ~ ~ ~ i o s ~ s  

to unitholders. 



PROGRESS FOR T H E  FUTURE 
While improving overall 

results during the year, the Fund 
simultaneously completed strategic 
initiatives aimed at providing stable 
and predictable cash distributions to 
unitholders for the future. 

In June, the Fund completed 
the take-over of certain of the 
convertible debentures of KMS 
Power Income Fund not previously 
owned by Algonquin Power Trust. 
The completion of this take-over bid 
created the opportunity for the Fund 
to streamline further its operations 
with KMS and develop increased 
efficiencies. 

In July, the Fund completed 
an offering of 85,000 convertible 
unsecured subordinated debentures 
for gross proceeds of $85 million. 
Net proceeds from the offering were 
used to re-pay debt and for general 
corporate purposes. 

In October, the Fund acquired an 
interest in 12 landfill gas-powered 
generating stations capable of 
producing 36 megawatts of installed 
capacity for a consideration of $1 1.4 
million. Also, the Fund provided 
debt financing in the amount of 
$8.0 million to Across America LFC 
LLC, a majority-owned subsidiary 
of a Fortune 50 company. Across 
America owns and manages the 
landfill gas collection systems 
that provide landfill gas to the 12 
generating stations. The majority of 
these acquired facilities are located 
in the California basin. The increased 

demand for electricity combined 
with open growth landfill sites i s  
anticipated to generate growth in 
cash generation for the Fund. 

In November, the Fund committed 
to lend $69 million as subordinated 
debt to Airsource Power Fund I LP. 
Airsource i s  utilizing the Fund's 
monies along with equity raised 
($65 million) and other senior and 
subordinated debt to build a $210 
million wind power project in 
southern Manitoba.The project is the 
Province's first wind farm and will 
feature 63 wind turbine generators 
capable of generating 99 MW. The 
wind farm is expected to be one of 
the largest in North America. 

OUTLOOK 
The Fund continues to focus 

on its commitment to improve the 
performance of existing assets and 
to identify and secure accretive 
acquisitions to build the stability 
of distributions to unitholders, 
balance risk and enhance growth 
opportunities. 

Cash generated by the Fund's four 
divisions i s  expected to continue 
growing, subject to continuation of 
average hydrologic conditions and 
the continuing benefits of portfolio 
diversification. 

As evidenced by the Fund's 
investment this year in landfill gas- 
powered generation and the wind 
farm in Manitoba, management 
continues to seek complementary, 
accretive acquisitions that offer 

highly predictable cash flows. 
Your Fund continues to benefit 

from access to capital through markets 
and from established banking credit 
facilities. Your continuing support 
has been fundamental to our ability 
to maintain stable cash flows and to 
grow the portfolio. We will continue 
our progress in the coming year 
by focusing on stable distributions 
and operational performance and 
by capitalizing on opportunities 
and favourable market factors 
within targeted segments of the 
North American power generation 
industry. 

Ken Moore 
Chairman 

Trustees: (L to R) Christopher 
Ball, George Steeves, and Ken 
Moore. 



STA B I L 1 TY 
SUSTAINABLE CASH DISTRIBUTIONS 
The Fund launched ifs 

diversification stra fegy in 

Annual distributions 
$ millions 

80.0 r 

6 

70 0 

60 0 

50 0 

asset portfolio. The 40 0 

30 0 

20 0 

100 

00 

2001 to creafe a balanced 

objecfive was to diversify 

1999 2WO 2001 2M2 2003 2004 
across technologies, 

geography and end-use 

markefs to minimize 
Annual revenues 
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2W 0 risk and provide stable la00 
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distributions fo unitholders. 

ASSET DEPLOYMENT 

were exclusively ’run-of-the-river’ 
Three years ago, the Fund’s assets 

hydroelectric generating stations in 
selected geographic regions of Canada 
and the United States. Today, the Fund‘s 
assets are strategically deployed in 
hydroelectric generation (37%), natural 
gas cogeneration (1 9%), alternative fuels 
or biomass-fired generation (1 So%), and 
infrastructure, including potable water 
distribution and water reclamation 
services (21%). The balance i s  classified 
as administrative assets (5%). 

POWER PURCHASE AGREEMENTS 
On a weighted average basis, power 

purchase agreements in place have an 
average lifespan of 15 years, contributing 
to strong and stable cash flows in 
hydroelectric generation, natural gas 
cogeneration and in the production of 
electricity from alternative fuels. 

1999 2030 200; 2902 2033 2C04 

Unitholders’ equity 
$ millions 

5w 

4 M  

3M) 

2w 

1W 

0 
1998 1999 2W.3 2001 2WE 2C03 2W4 

REVENUES 
Total revenue generated in 2004 

is distributed among hydroelectric 
(27%), cogeneration (45%), alternative 
fuels (1 4%) and infrastructure (14%). 
During 2004, revenues were 94% 
of target across the Fund’s four 
divisions. 



Cash available for distribution 
$ millions 

60.0 

50.0 

40.0 

30.0 

20.0 

10.3 

n .? 
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OPERATING PROFIT 
Operating profit (includes interest, 

dividend and other income) before 
depreciation i s  distributed among 
hydroelectric (37%), cogeneration 
(35%), alternative fuels (1 1 O h ) ,  and 
infrastructure (1 7%). Further, operating 
profit i s  distributed across geographic 
and regulatoiy markets in Canada 
(Ontario 24%, Quebec and Atlantic 
Canada 21 YO, Western Canada 6%) as 
well as the United States (New England 
20%, Arizona 17%, California 9%, 
New York 2% and other regions 1 %). 
During 2004, operating profit was 
94% of targeted performance across 
the four divisions. 

CASH AVAILA BL E 
FOR DISTRIBUTION 

The Fund's diversified asset 
portfolio has generated strong 
cash available for distribution. 
During 2004, the Fund generated 
$59.9 million of cash available for 
distribution compared to $58.4 
million in 2003. Cash available for 
distribution per trust unit in 2003 was 
$0.87 compared to $0.86 in 2003. 

Distribution to unitholders 
$ per trust unit 

1799 2wO 2001 2032 2003 2004 

Cash available for distribution 
$ per trust unit 

0.900 
0.8W 
0.700 
0.600 
0.500 
0.400 
0.300 
0.200 
0.100 

1999 2000 2001 2002 2003 2004 

STABLE RATINGS 
Financial leverage continues to be 

low with a debt to total capital ratio 
of 19%. The Fund retained its Standard 
& Poor's SR-2 (Very High) stability 
rating for a fifth consecutive year and 
an A- bank credit rating for the third 
consecutive year. 

The strategic diversification in asset 
allocation has created greater balance 
in the Fund, providing increased 
stability in cash distributions. The 
move toward a more stable structure is 
evident through revenue and operating 
profit distributions in the Fund, along 
with a solid weighted average life- 
span of power purchase agreements. 
The Fund has improved overall 
risk exposure inherent in natural 
resource-based power generation, 
providing unitholders with sustainable 
cash distributions during 2004 and 
projected to continue through 2005. 



STRENGTHENING OPERATIONS BY INVESTING 
IN EQUIPMENT AND PEOPLE 

The Algonquin Power Income 
Fund was created in 1997 to provide 
unitholders with stable, predictable 
income by capitalizing on the inherent 
advantages of independent power 
production. These advantages include 
low operating costs, long-term asset life, 
proven low-risk technology, reduced 
regulatory burden compared with large 
publicly-owned utilities and stipulated 
rate revenues from long-term power 
purchase agreements. 

The Fund’s experienced team of 
industry professionals i s  organized in 
a divisional management structure to 

focus on operational performance, 
synergies and economies of scale in 
each of the Fund’s four divisions. 

During 2004, the 

Fund’s Manager 

continued to invesf 

strafegical\y to generate 

operational performance 

iniprovemen fs. 

Approximately $16 million 
was invested in the Infrastructure 
Division, including expansions of 
the Gold Canyon and Litchfield 
Park Services Company water 
treatment facilities in Arizona. The 
first phase of the Gold Canyon 
plant expansion is expected to 
come on stream in the first quarter, 
2005. The expansion of Litchfield 
Park‘s Palm Valley water treatment 
plant will double the capacity of 
this operation. Both expansions 
are scheduled for full completion 
in 2005. 

The Fund’s Manager also 
continues to invest in people. 
Performance management training 
for key managers was completed 
during the year. A new health and 
safety program, launched in 2003, 
was continued and strengthened. 

Our management team and 
these strategic investments in 
equipment and people yielded 
effective operational performances 
in the Fund’s four divisions during 
the year. 

HYDROELECTRIC DIVISION 

owns or has 
interests in 47 

Ontario (5), 
Quebec (12), Newfoundland ( I ) ,  
Alberta (1 1, New York State (1 2), New 
Hampshire (13), New Jersey (1) and 
Vermont (2) with total generating 
capacity of approximately 140MW. 
The Division’s gross revenue is derived 
from the combination of energy 
production and power purchase 
rates. 

Hydroelectric assets generated 
101% of targeted revenue during 
2004 and the Division’s operating 
profit was 100% of forecast. 

Hydrologic conditions approached 
long-term averages throughout the 
year in regions of Notth America 
where the Fund operates hydroelectric 
generating stations. Together, the Long 
Sault Rapids, Cote Ste.-Catherine 
and Dickson Dam facilities account 
for more than 40% of the total gross 
revenues for the Division. Long 
Sault generated 104% of targeted 
production during the year; Cote Ste- 
Catherine and Dickson Dam each 
generated 97% of target. 



(L to R) The Management Group: Peter Kampian, Chief Financial 
Officer, Ian Robertson, Executive Director, Business Development, 
Chris Jarratt, Executive Director, Operations and David Kerr, 
Executive Director, Safety and Environmental Compliance. Not 
shown: John Huxley, Executive Director, Administration. 

COGENERATION DIVISION 
T h i s  

Division is 
comprised of 

three natural 

g a s - f i r e d  

g e n e r a t  I n g  

s t a t i o n s  

representing a total of approximately 

11OMW of installed capacity in 

Connecticut, California, and New 

jersey. In addition, The Fund has 

investments in two natural gas-fired 

generating facilities with installed 

capacity of approximately 138MW 
across Ontario. Revenue from these 

operations i s  generated through 

the sale of thermal energy and 

electricity. 

Cogeneration assets produced 

100% of targeted revenue during the 

year while the Division’s operating 

profit was 99 % of forecast. 

ALTERNATIVE FUELS DlVISlON 
T ti e 

A l t e r n a t i v e  

Fuels Division 

consists of a 
500-tonne/dav 

en e r g  y -  f r o ni - 
waste facility in 

Ontario and investment interests in 

approximately 70MW of production 

in Alberta, Quebec and Nova Scotia. 

The Division acquired an interest in 

12 landfill gas-powered generating 

stations in the United States, 

representing approximately 36MW of 

installed capacity during 2004. 
The Division also made a 

commitment to invest approximately 

$69 million in a wind energy project 

in Southern Manitoba. 

Revenue is generated primarily 

froin the sale of electricity, fees at 

the energy-from-waste facility, and 

interest and investment income from 

the other assets. 

Alternative Fuels Division assets 

generated 90% of targeted revenue 

and the Division’s operating profit 

was 90% of forecast. 

INFRASTRUCTURE D I V I S I O N  
T h i s  

D i v i s i o n  

includes six 
regulated water 

r e c l a m a t i o n  

and distribution 

uti I iti es in 

Arizona and Texas. Revenue is 
generated from the sale of water and 

the treatment of wastewater. 

The Division’s assets generated 

101% of targeted revenue and the 

Division’s operating profit was 93% 
of forecast. 

The investment in equipment and 
people in 2004 has contributed to 
the overall performance of the four 
divisions. Growth in the business 
precipitated this requirement and has 
contributed to the opportunities and 
advantages inherent in today’s power 
production market. The Fund will 
continue to focus on performance 
enhancing opportunities in the 
future. 



NORMAL HYDRO LOG IC CON DlTlO NS, 
CONTINUED GROWTH & EMERGING MARKETS 

The Fund expects to enjoy the benefits 
of the diversification strategy that was 
initiated in 2001 and continued through 
2004. The benefits of the diversification 
strategy include minimizing risk and 
enhancing stability of distributions 
provided to unitholders. 

In 2004, the Fund’s assets were 
deployed in hydroelectricity (37%), 
natural gas cogeneration (1 9%), 
alternative fuels (1 So/,) and infrastructure 
(21 YO) with the balance as administrative 
assets (5%). The following chart shows 
the progression of the diversification 
strategy employed by the Fund since 
2001. 

2004 2003 

2002 2001 

Hydroelectric 

Cogeneration 

Alternative Fuels 

Infrastructure 

While management continues to seek 
accretive acquisitions in each operating 
division, the Fund expects the strongest 

growth opportunities to be realized 
within the Alternative Fuels and 
Infrastructure Divisions. As a result, 
management expects the Fund to 
evolve into a balanced portfolio of 
asset types that will further enhance 
stability of distributable cash to 
unitholders. 

Management will continue to focus 
on improving the performance of the 
existing assets owned by the Fund. 
The Production Recovery Action Plan 
developed and completed for the Peel 
Energy-from-Waste facility during 
2004 will be continuously refined and 
improved. Several of the initiatives 
have been implemented including 
technical improvements and key 
personnel changes. The positive 
results of these initiatives are expected 
to be realized throughout the balance 
of 2005. 

HYDROLOGIC CONDITIONS 

Widespread hydrologic conditions 
are a potential risk that can adversely 
affect the performance of the Fund’s 
run-of-river hydroelectric assets. The 
hydrologic conditions in areas in 
which the Fund owns hydroelectric 
facilities returned closer to normal 
in 2003 and continued throughout 
most of 2004. Management expects 
these normal hydrologic conditions to 
continue in 2005, with higher levels 
of certainty associated with hydrologic 
conditions in the first quarter of 2005. 

In 2005, January and February 
production-based revenue totalled 
101% of target, demonstrating a 
strong start to the first quarter for the 
Hydroelectric Division. This indicates 
that the smaller contributing assets are 
performing well and compensating for 
the lower-than-target production and 
revenues at the larger Long Sault Rapids 
and C6te Ste-Catherine facilities during 
the firsttwo months of2005. Favourable 
power purchase rates at both the New 
York and New England market sites 
are also assisting in achieving target 
revenue performance of the Division. 
First quarter production in 2005 is 
expected to be at target, depending on 
freshet conditions in thevarious regions. 
Projected continued favourable market 
power purchase rates are expected to 
result in revenue above targets. Snow 
pack in many of the regions melted in 
mid-February, resulting in a ’spike’ in 
production for the Division. However, 
the snow pack appeared to have been 
replenished by late February snowfalls 
that should produce a not-mal freshet, 
assuming average temperatures and 
precipitation conditions. Any deviation 
from target production levels in the 
quarter will likely be a result of lower 
than normal levels of precipitation 
during the coming months or colder 
than normal temperatures resulting 
in snow accumulation rather than 
increased river flows. However, no 
such deviation is evident in the current 
trend. 



INFRASTRUCTURE DI VIS10 N 

The Fund currently enjoys the 
benefit of a significant investment in 
infrastructure utility assets including 
water systems and water treatment assets 
located in the southern United States. 
These infrastructure assets are ideal for 
the Fund as they represent an asset class 
which produces stable, predictable 
and infinitely long-lived cash flows. In 
addition, due to the high population 
growth occurring within the regions 
served by the Fund’s utilities, significant 
“organic” growth in operating earnings 
is expected by management. The Fund’s 
infrastructure assets experienced organic 
customer growth of 8.8% in 2004, and 
management expects this growth rate to 
continue in 2005. 

While the Fund’s infrastructure 
utilities are generally located in areas 
experiencing high population growth, 
new residential and commercial 
development i s  also occurring in areas 
contiguous to and near utilities currently 
owned by the Fund. Management is 
anticipating an opportunity to grow 
the Infrastructure Division through 
expansion of existing utility boundaries. 

During the first quarter of 2005, 
management completed the acquisition 
of eight facilities serving approximately 
7,000 customers located in Illinois, 
Missouri and Texas. 

Management will continue to seek 
accretive acquisitions that will further 
enlarge and enhance the Infrastructure 
Division. Specifically, acquisitions will 
be sought in areas that are experiencing 
high population growth to support 
stable and growing distributions to 
unitholders. 



GROWTH OPPORTUNITK 
ALTERNATIVE FUELS DIVISION 

The Fund made two significant 
acquisitions in the Alternative Fuels 
Division in 2004 which are expected 
to make an accretive contribution 
to distributable cash in the future. 
Management expects to continue 
pursuing accretive acquisitions in 
2005. 

In 2004, the Fund committed to a 
$69 million investment in a 99 mega- 
watt wind energy project located in 
the town of St. Leon, 150 kilometers 
south of Winnipeg, Manitoba. The 
St. Leon project is being developed 
by Airsource Power Fund I LP, and i s  
expected to be commissioned at the 
end of 2005, or early in 2006. With 
the deployment of the investment in 
the St. Leon Wind Energy Project, 
the Fund expects the Alternative 
Fuels Division to grow significantly 
in 2005. The St. Leon Wind Energy 
Project investment was structured in 
a manner which is expected to result 
in extremely stable and sustainable 
cash flows to the Fund. In addition, 
management expects the Fund to 
participate in a further opportunity 
to increase the investment in the 
St. Leon wind power facility upon 
the successful completion and 
commissioning of the project. 

The Fund also made an investment 

in 12 operatingenergyfrom landfill gas 
projects located in the United States 
in 2004. While these acquisitions 
resulted in immediate contributions 
to distributable cash to unitholders, 
there exists significant opportunity to 
realize additional revenues from these 
assets thtough a variety of revenue 

enhancements. Management expects 
to realize several of these revenue 
enhancement opportunities in 2005 
and beyond. 

EMERGING MARKET;. 
WIND POWER 

Worldwide, wind energy is the 
fastest growing source of electricity 
and the high growth rate of this sector 
is expected be prevalent in Canada 
in the future. The current installed 
capacity of wind power in Canada is 
444 megawatts and this is expected 
to grow to 5,600 megawatts by the 
end of 2012. The Fund’s investment 
in the St. Leon Wind Energy Project 
represents an important entry into 
this emerging energy sector. 

Wind energy projects have no 
fuel costs, low operating costs, are 
characterized as renewable energy 
and electricity produced i s  usually 
sold pursuant to long-term power 
purchase agreements. Accordingly, 
management believes that wind 
energy projects are ideal acquisition 
opportunities for the Fund as wind 
projects typically produce long-term 
and stable cash flows. Management 
will be actively pursuing accretive 
acquisition opportunities in wind 
energy projects that will further 
expand the Alternative Fuels 
Division. 

OPPOR 

Several Canadian 
taking initiatives to increas 
of non-utility energy 
Requests for Proposal have been 
initiated recently in Ontario, Quebec, 
and British Columbia. The Fund will 
pursue some of these opportunities 
to continue strengthening its 
portfolio and enhance unitholder 
value. It is expected that the 
majority of opportunities will exist 
in cogeneration, wind power and 
alternative fuels. 



AND ANALYSIS 
March 8, 2005. 
Al l  figures in thousands of Canadian dollars, except per unit values. 

For the fourth quarter ended 
December 31, 2004, Algonquin Power 
Income Fund (the "Fund") reported 
revenue (excluding interest income) 
of $40.7 million compared to $39.7 
million for the same period of 2003. 
During the fourth quarter of 2004, the 
Fund posted a net loss of $0.1 million 
compared to net income in the fourth 
quarter of 2003 of $6.4 million. On 
a per trust unit basis, this equated to 
break even results for the fourth quarter 
of 2004 compared to net income per 
trust unit of $0.10 in the fourth quarter 
of 2003. 

For the fourth quarter of 2004, the 
Fund generated $0.18 per trust unit of 
cash available for distribution, compared 

to $0.26 for the same period in 2003. 
The Fund maintained distributions during 
the quarter at $0.23 per trust unit. 

For the year ended December 3 1, 
2004, the Fund reported revenue of 
$160.5 million compared to $147.6 
million for 2003. Net earnings 
decreased to $22.8 million compared 
to $44.5 million for 2003. Net 
earnings per trust unit decreased to 
$0.33 from $0.66 in 2003. 

The Fund generated $0.87 per trust 
unit of cash available for distribution 
during 2004, compared to $0.86 for 
2003. 

The Fund maintained year-to-date 
distributions per trust unit at $0.92 for 
both 2004 and 2003. 

FINANCIAL AND OPERATIONAL HIGHLIGHTS 

Revenue 
Net earnings (loss) 
Distribution to Unitholders 
Cash Available for Distribution 
Per Unit 

Net earnings 
Distribution to Unitholders 
Cash Available for Distribution 

Total Assets 
Total Long Term Liabilities 

Three Months Ended 
December 31 

2004 2003 
$ 40,726 $ 39,686 

(86) 6,419 
16,015 15,600 
12,685 17,400 

0.00 0.1 0 
0.23 0.23 
0.1 8 0.26 

Year Ended 
December 3 1 

2004 2003 2002 
$160,523 $147,613 $ 87,912 

22,802 44,507 16,150 
63,370 62,402 55,192 
59,887 58,368 44,742 

0.33 0.66 0.28 
0.92 0.92 0.92 
0.87 0.86 0.77 

823,899 808,624 72 3,03 8 
274,045 174,739 92,549 - , ,....... ... ....... .............. ............................ ... ... ... ................. 
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For the fourth quarter of 2004, revenue 
increased marginally over the same 
period in 2003 due to the offsetting effects 
of improved revenue from the Alternative 
Fuels and Infrastructure Divisions, 
compared to the expected revenue 
decline in the Hydroelectric Division 
resulting from lower renegotiated 
power rates in New Hampshire. The 
Infrastructure Division demonstrated 
solid performance with increasing 
revenues from continuing customer 
growth. Within the Alternative Fuels 
Division, an additional $2.2 million in 
revenue resulting from the acquisition 
of the landfill gas (LFC) Facilities on 
September 30, 2004 was partially offset 
by lower waste disposal fees and energy 
revenue from the Peel Energy-from- 
Waste facility. The Cogeneration Division 
was able to offset lower revenue from 
the Sanger facility against increased 
sales of electrical and thermal energy 
at the Windsor Locks facility. In the 
Hydroelectric Division, electrical energy 
production was a t  87% per cent of long- 
term averages during the fourth quarter 
of 2004, which was disappointing 
particularly when compared to the 
exceptional hydrology experienced in 
the fourth quarter of 2003 during which 
energy production exceeded 1 14% of 
long-term averages. 

Net income during the fourth quarter 
of 2004 declined from that reported in 
the same period in 2003 due primarily 
to the decrease in earnings from 
the Hydroelectric Division caused 
by significantly weaker hydrologic 
conditions. The Alternative Fuels 
Division generated lower earnings 
during the quarter than the same period 
in the prior year due to higher repair and 
maintenance costs at the Peel Energy- 
from-Waste facility which were not 

totally offset by the addition of the LFG 
Facilities. The Cogeneration Division 
posted higher earnings during the 
quarter as a result of higher revenue 
generated. Earnings during the 
quarter in the Infrastructure Division 
strengthened significantly compared 
with the same period in 2003 due to 
continuing customer growth. During 
the fourth quarter of 2004, the Fund 
realized a non-cash expense from the 
write-off of assets related to the Joliet 
facility following determination by 
the Fund that it was unlikely to realize 
on the long-term value of this asset. 
In addition, the Fund recognized an 
unrealized foreign exchange loss 
during the fourth quarter of 2004 as 

compared to a foreign exchange gain 
during the same period in 2003. 

For the year ended December 31, 
2004, the Fund posted increased 
revenue compared to revenue in 
2003. Increased electrical and thermal 
energy revenue at the Cogeneration 
Division’s Windsor Locks facility and 
higher revenue from the Infrastructure 
Division’s Litchfield Park facility, both 
acquired during the first quarter of 
2003, were the main contributors 
to the higher revenue posted by the 
Fund during 2004. The Alternative 
Fuels Division posted higher revenue 
as a result of the acquisition of the 
LFG Facilities at the end of the third 
quarter. These increases were offset 
by the anticipated decline in revenue 
in the Hydroelectric Division resulting 
from lower power rates following 
renegotiation of the power purchase 
agreements in return for a lump sum 
payment in mid-2003. 

Net earnings for the year ended 
December 31, 2004 declined 
compared to net earnings reported in 

2003 as a result of a reversal in future 
income taxes from a recovery in 2003 
to an expense in 2004, a reduction in 
foreign exchange gains compared to 
2003 and lower operating profit in the 
Hydroelectric Division. This decline 
was partially offset by note prepayment 
fees and higher profits experienced in 
the Cogeneration and Infrastructure 
Divisions. 

The information in this Management’s 
Discussion and Analysis is 
supplemental to and should be read 
in conjunction with the Fund’s audited 
consolidated financial statements for 
the year ended December 31, 2004. 
The Funds financial statements are 
prepared in accordancewithaccounting 
principles generally accepted in 
Canada. The Fund’s reporting currency 
is the Canadian dollar. 

The term ”cash available for 
distribution” is used throughout this 
Management’s Discussion and Analysis 
to provide an understanding of the cash 
generated and available for distribution 
to unitholders. Cash available for 
distribution is not a recognized 
measure under accounting principles 
generally accepted in Canada. The 
Fund’s method of calculating cash 
available for distribution may differ from 
methods used by other companies and 
accordingly may not be comparable to 
similar measures presented by other 
companies. A calculation of cash 
available for distribution can be found 
in this Management’s Discussion and 
Analyis. 



SIGNIFICANT TRANSACTIONS 
THE FUND COMPLETED FOUR SIGNIFICANT TRANSACTIONS DURING 2004: 

1. FINANCING FOR AIRSOURCE 
POWER FUND I LP 
During the fourth quarter, the Fund 

provided a commitment for a total of 
$69.2 million in subordinated debt to 
AirSource Power Fund I LP (“AirSource”) 
and subsidiary entities. AirSource is 
undertaking the completion of a 99 MW 
wind-powered generating facility near 
St. Leon, Manitoba (150 km southwest 
of Winnipeg) which will sell its output to 
Manitoba Hydro pursuant to a 25-year 
power sale agreement. The transaction 
represents the Fund’s entry into the 
fast growing wind power generation 
industry which, similar to hydroelectric 
energy, generates electrical energy from 
a renewable natural resource. The debt 
investment by the Fund ranks in priority 
to the $65 million equity flow-through tax 
assisted financing completed by AiiSource 
in November 2004. 

The subordinated debt commitment 
to AirSource will earn interest at the 
annual rate of 11.19% prior to project 
completion. This yield will be reduced to 
10.74% following project commissioning 
which is planned to occur by the end 
of 2005. At the end of 2004, the Fund 
had advanced a total of $5.5 million to 
AirSource and recognized a commitment 
fee of $0.5 million as deferred revenue 
with respect to the investment. 

2. INTEREST IN LANDFILL 
GAS (“LFG’’) FACILITIES 
At the end of the third quarter, the 

Fund acquired interests in 12 landfill 
gas-powered generating stations 
representing approximately 36MW of 
installed capacity. The purchase price 
for the LFG Facilities was $1 1.7 million 
(US $9.3 million). The majority of the 
LFC Facilities were coinmissioned in the 
late 1990s with the electricity produced 
being sold to a number of large utilities 
pursuant to long-term power purchase 
agreements with an average termination 
date of 201 1. Over two thirds of the 
installed capacity of the LFC Facilities is 
located at large open landfills which are 
continuing to accept waste including 
three regional landfills in the southern 
California basin which are permitted for 
operation for at least 25 years. Substantial 
opportunity exists for expansion of the 
generating capacity of these facilities as 
gas production continues to increase. 

In addition to the purchase of the LFC 
Facilities, the Fund has provided debt 
financing in the amount of $8.0 million 
(US$6.7 million) to Across America LFC 
LLC, a niajority-owned subsidiary of a 
Fortune 50 company. Across America 
LFC LLC, through its subsidiaries, owns 
and manages the landfill gas collection 
systems which provide landfill gas to the 
LFC Facilities. 

3. CONVERTIBLE 
DEBENTURE OFFERING 
In the third quarter, the Fund 

completed an offering of $85 million 
of convertible unsecured debentures. 
The debentures are due July 31, 201 1 
and bear interest at 6.65% per annum, 
payable semi-annually in arrears. The 
debentures are to be repaid, at the 
option ofthe Fund, in cash ortrust units 
and are convertible at any time prior to 
maturity at the option of the holder into 
trust units of the Fund at a conversion 
price of $10.65 per trust unit. The 
debentures may not be redeemed by 
the Fund prior to July 31, 2007. Net 
proceeds from the debenture offering 
were used to repay the acquisition line 
of credit and to fund working capital. 
Given the nominal equity portion, the 
debentures are recorded as debt on 
the Fund’s financial statements. 

4. ACQUlSiTlON OF OUT- 
STANDING DEBENTUR€S OF 
KMS POWER INCOME FUND 
In the second quarter, Algonquin 

Power Trust (APT), a trust of which the 
Fund is the sole beneficiary, acquired 
all of the outstanding 10% convert- 
ible debentures of KMS Power In- 
come Fund (“KMS”), which were not 
beneficially owned by the Fund, by 
way of a take-over bid with payment 
provided in the form of the Fund’s 
trust units. 

These four transactions have 
combined to strengthen the Fund’s 
asset base, and diversify the Fund’s 
portfolio of power generation assets 
and investments. 



OPERATING RESULTS BY DIVISION 

OELECT 
All figures in thousands of Canadian dollars except as noted 

Three Months Ended Year Ended 
December 3 1 December 3 1 

2004 2003 2004 2003 

Quebec Region 64,039 79,789 288,161 265,452 
Ontario Region 28,3 19 41,094 137,310 131,721 
New England Region 16,991 26,805 72,862 84,400 
New York Region 20,288 28,501 79,891 90,304 

1 42,111 3 186,934 642.155 631,824 Total 

Energy Sales $ 10,282 $ 11,340 $ 43,268 $ 44,413 

Operating Expenses $ (4,673) $ (3,613) $(17,422) $(15,862) 

Perfot mance (MW-hrs sold) 

Western Region 12,506 10,805 63,931 59,947 

__ I_ _ _ _  -I -"-~l__l__l__I ___^^ 

Revenues 

Expenses 

Interest and Other Income $ 
Division Operating Profit $ 

(Includes Other Income) 

During the fourth quarter of 3004, 
revenue from the Hydroelectric 
Division was $10.3 million compared 
to $11.3 million for the same period 
in 2003. Electrical energy production 
was 87% of long-term averages during 
the fouith quarter of 2004. This is a 
decreased performance when compared 
to the exceptional hydrologic conditions 
experienced in the fourth quarter of 
2003 during which energy production 
was 114% of long-term averages. 
Although the quantity of electrical energy 
produced quarter-over-quarter declined 
24% to 142,143 MW-hrs, primarily due 
to less favourable hydrology, revenue 
declined only 8.8% to $10.3 million 
due to escalations in the power purchase 
contracts and finalization of negotiations 
with Ontario Electricity Financial 
Corporation regarding the revised power 

166 $ 196 $ 557 $ 
5,775 $ 7,923 $ 26,403 $ 

rate escalation formula for the Long 
Sault Rapids facility. 

For the full year 2004, revenue from 
the Hydroelectric Division was $43.3 
million compared to $44.4 million in 
2003. Revenue for the year decreased 
despite improved energy production 
due primarily to the reduction in 
electricity rates paid in New Hampshire 
following the contract renegotiation 
in May, 2003. Energy produced during 
2004 represented 98.5% of long-term 
averages compared to 97% of long-term 
averages during the prior year. 

Operating expenses for the 
Hydroelectric Division during the fourth 
quarter of 2004 were $4.7 million, an 
increase over the $3.6 million spent 
in the fourth quarter of 2003 due 
primarily to higher repair, maintenance 
and operating costs at the C6te Ste. 

494 
29,045 

Forecast 
Production 

2005 

289,018 
146,639 

72,519 
75,746 
67,248 

651,170 __ - __I __ - -. 

Catherine, Great Falls and Long Sault 
Rapids facilities. For 2004, Hydroelectric 
Division operating expenses of $1 7.4 
million were higher than the $15.9 
million in 2003 mainly due to these 
increased repair and maintenance costs. 

The Hydroelectric Division's 
operating profit for the fouith quarter 
of 2004 was $5.8 niillion versus $7.9 
million duringthefourth qiiarterof2003. 
For 2004, operating profit was $26.4 
million compared to $29.0 million in 
2003. Operating profit for 2004 was 
below management's expectations 
due to substantially weaker hydrologic 
conditions and higher divisional 
operatingexpenses, both encountered in 
the fourth quarter of 2004. Hydrologic 
conditions experienced during the first 
quarter of 2005 have generally reflected 
long-term average hydrology. 



The Fund 

intends to continue 

to enhance 

unitholder value 

by improving 

e#iciency of 
hydroelectric 

operations and 

pursuing acquisitions 

which provide 

sus taina ble accretion 

to unitholders. 

OUTLOOK 
For the majority of 2004, the regions 

in which the Fund operates facilities 
generally enjoyed improved hydrologic 
conditions, providing generation levels 
closer to long-term averages. Although this 
trend reversed during the fourth quarter of 
2004, average hydrologic conditions are 
again being observed in the first quarter of 
2005. Assuming continuation of average 
hydrologic conditions, the Hydroelectric 
Division is expected to perform in 
accordance with management's 
expectations for the remainder of 2005. 

In 2005, the Fund intends to continue 
to enhance unitholder value by improving 
efficiency of the hydroelectric operations, 
continuing to seek opportunities to 
structure attractive power purchase 
contracts and pursuing hydroelectric 
acquisitions which provide sustainable 
accretion to unitholders. Continued 

emphasis will be placed on acquisition 
of larger facilities which provide 
geographic diversification of regional 
hydrologic and market concentrations. 
In addition, the Fund will consider the 
rationalization of smaller generating 
facilities that may no longer fit the 
Fund's risk-return profile. 

Certain hydroelectric generating 
facilities owned by the Fund qualify 
for consideration as "green" energy 
and the Fund plans to pursue revenue 
opportunities presented by the emerging 
markets for renewable energy credits 
in the United States and the trading 
of greenhouse gas credit emissions in 
Canada. The Fund also plans to pursue 
longer-tern1 power purchase agreements 
for the sale of green energy from those 
facilities that are currently selling 
electricity in the open market. 



COGENE IO 
All figures in thousands of Canadian dollars except as noted 

Three Months Ended Year Ended Forecast 
December 3 1 December 3 1 Production 

2004 2003 2004 2003 2005 
Performance (MW-hrs sold) 133,356 136,888 521,149 443,419 544,657 
Revenues 

Energy Sales $ 17,556 $ 17,179 $ 71,846 $ 61,890 

Operating Expenses $ (12,066) $ (12,162) $ (50,597) $ (42,758) 
Expenses 

Other Income $ 749 $ 827 $ 4,024 $ 

Division Operating Profit $ 6,239 $ 5,844 $ 25,273 $ 
(Includes Interest 
and Other Income) 

The Cogeneration Division posted 
revenue during the fourth quarter of 
2004 of $17.6 million, compared to 
$1 7.2 million during the same period in 
2003. During 2004, the Cogeneration 
Division produced revenue of $71.8 
million, an increase over the $61.9 
million recorded in 2003, with such 
increase partially attributed to the 
full-year inclusion of revenue from 
the Windsor Locks facility purchased 
in March, 2003. The Windsor Locks 
facility had provided additional revenue 
of approximately $8.9 million during 
the first quarter of 2004 compared to 
2003 which helped offset the cost of 
two unplanned operational outages at 
the Sanger facility during the first and 
second quarters. 

Fourth quarter operating expenses 
in the Cogeneration Division were 
$12.1 million compared to $12.2 
million in the same period, 2003. 
For the year ended December 31, 
2004, operating expenses were $50.6 
million compared to $42.8 million in 
2003 due to the inclusion of a full-year 
of expenses from the Windsor Locks 
facility. This facility incurred operating 
expenses of approximately $33.4 
million in 2004, the first full year in 
which this asset was owned by the 
Fund. The Sanger facility experienced 
two unplanned gas turbine outages 
during the first and second quarters 
caused by a component failure. 
The cost of the required repairs was 
covered by insurance after taking into 

4,641 

23,773 

consideration an insurance -2ductible 
of US $300,000 per occurrence. 

Operating profit for the 
Cogeneration Division in the fourth 
quarter increased to $6.2 million 
from $5.8 million in 2003. For the 
year ended December 31, 2004, 
operating profit increased to $25.3 
million from $23.8 million in 2003. 
Operating profit for the fourth quarter 
met management’s expectations. 
Operating profit for 2004 was below 
management’s expectations primarily 
due to the unplanned outages at the 
Sanger facility incurred during the first 
and second quarters of 2004. 
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The Fund 

anticipates 

increased revenue 

from electricity 

at Windsor locks 
and increased sale 

of thermal energy 

at the Sanger Facility. 

OUTLOOK 
The Fund's focus for the Cogeneration 

Division will be on maintaining the 
reliable supply of generation from all 
facilities and pursuing opportunities 
to realize additional revenue. These 
opportunities include the sale of excess 
power generation, satisfaction of 
increasing electrical load requirements 
of the stearn host at the Windsor Locks 
facility and sale of thermal energy at the 
Sanger facility. In addition, the Fund 
will continue to consider the sale of 
contracted natural gas when favourable 
pricing in the natural gas market exists. 



I 

20 

ALTERNATIVE FUEL 
All figures in thousands of Canadian dollars except as noted 

Three Months Ended Year Ended Forecast 
December 3 1 December 3 1 Production 

2004 2003 2004 2003 2005 
Performance (MW-hrs sold) 57,192 25,782 124,721 97,335 312,176 
Performance 

(tonnes waste processed) 37,471 41,354 157,491 155,250 178,490 
Revenues 

Energy Sales $ 3,646 $ 1,587 $ 7,867 $ 6,423 
3,503 4,333 14,086 14,650 Waste Disposal Sales 

Total $ 7J49 $ 5:920 $ 21,953 $ 21,073 
. .. .................. .. ......................... .. ... . .. ...... ..... .. ......... . ............ . .. ....... . .. .. .... ..................... ... . 

Expenses 
Operating Expenses $ (5,262) $ (3,241) $ (15,124) $ (12,895) 
Interest, Dividend 

and Other Income $ 
Division Operating Profit $ 
(Includes Interest, Dividend 
and Other Income) 

Revenue reported during the fourth 
quarterof2004 increasedto $7.1 million 
from $5.9 million in 2003, primarily 
due to the addition of the LFG Facilities 
at the end of the third quarter of 2004. 
Energy sales increased to $3.6 million 
in 2004 from $1.6 million in 2003. For 
the year ended 2004, the Alternative 
Fuels Division reported revenue of 
$22.0 million, representing an increase 
of approximately $0.9 million over the 
$21.1 million realized during 2003, 
attributed to electrical energy sales from 
the LFG Facilities that contributed $2.2 
million in revenue for the fourth quarter 
of 2004. 

Operating expenses incurred in the 
Alternative Fuels Division were $5.3 
million in the fourth quarter of 2004, 
comparedto$3.2 million incurredduring 
the fourth quarter, 2003. The primary 

622 $ 95 $ 1,352 $ 1,150 
2,509 $ 2,774 $ 8,181 $ 9,328 

contributors to this increase were The Alternative Fuels Division 
higher repair and maintenance costs recorded an operating profit of $2.5 

at the Peel Energy-from-Waste facility Inillion during the fourth quarter 

and inclusion of post-acquisition of 2004 compared to $2.8 million 
operations, maintenance, repair and reported in the same period in 7003. 
fuel costs at the LFG Facilities. For For the fourth quarter, the Alternative 

the year ended Decernber 31, 2004, Fuels Division performed below 
operating expenses were $1 5.1 management's expectations due to 
million cotnpared to $12.9 million higher repair and maintenance costs 

during the prior year. The increase and hwer than expected revenue. 
was due to higher operating costs For the Year ended December 31, 
for the Peel Energy-from-Waste and 2004, operating Profit was $8.2 
the inclusion of the costs relating to million compared to $9.3 million in 
the newly acquired LFG Facilities. 2003. The Alternative Fuels Division 

At the end of December 2004, the Performed below management's 
Fund recognized an expense of $1.9 expectations for the full year primarily 
million, representing the write-off of due to higher than anticipated repair 
the balance of the book value of the and maintenance costs incurred at the 

Joliet facility as it was deemed that the Peel Energy-frOm-Waste facility and 
facility "as no longer economically legal costs incurred in respect of the 
viable. joliet facility. 



The Fund 

has agreed 

to sell thermal 

energy to an 

Industrial 

customer 

near the Peel 

Energy- from- 

Waste Facility. 

OUTLOOK 
Management i s  pleased to report 

that the Fund’s Production Recovery 
Action Plan implemented in 2004 at 
the Peel Energy-from-Waste facility 
is beginning to produce favourable 
results. This plan includes equipment 
constraint identification, prioritization 
of production improvement initiatives, 
restructuring of plant management and 
improved employee training. 

The acquisition in September, 2004 
of an interest in the LFC Facilities, 
representing approximately 36MW of 
installed capacit)/, increased the total 
electrical generation capacity of the 
Fund by 6%. Approximately 66% of the 
installed capacity of the LFC Facilities i s  
located at large open landfills that are 
continuing to accept waste including 
three regional landfills permitted for 
operation for at least 25 years located 

in the southern California basin. 
Substantial opportunity exists for 
expansion ofthegenerating capacity of 
these facilities as waste accumulation 
continues to grow. In addition to the 
revenues from the sale of electricity, 
the Fund i s  able to enhance returns 
through the sale of certain renewable 
energy credits produced by these 
assets. 

The Fund has entered into an 
agreement to sell steam frotn the 
Peel Energy-from-Waste facility to an 
industrial customer located in close 
proximity to the Peel Energy-froni- 
Waste facility. To effect such sales, 
the Fund will be undertaking the 
installation of certain additional steam 
generation and transmission assets, 
anticipated to cost approxiinately 
$8.1 million. This project is expected 

to produce an internal rate of return 
in excess of 15% per annum over the 
20-year term of the energy services 
agreement. 

Management at the Peel Energy- 
from-Waste facility is in the process of 
renegotiating i ts collective bargaining 
agreement with its production 
employees. The current collective 
bargaining agreement expires April, 2, 
2005. 

The facilities owned by the 
Alternative Fuels Division are 
characterized as ”green” energy. 
The Fund plans to pursue revenue 
opportunities presented by the 
emerging markets for renewable 
energycredits in the USand thetrading 
of greenhouse gas credit emissions in 
Canada. 



ASTRUCTURE 
All figures in thousands of Canadian dollars except as noted 

Three Months Ended Year Ended Forecast Total 
December 3 1 December 3 1 Connections 

2004 2003 2004 2003 2005 

Customers 20,703 18,83 1 20,703 1 8,83 1 22,546 

Customers 19,318 17,948 19,318 17,948 20,812 

Water Reclamation 

Water Distribution 

Revenues 
Water Reclamation 

and Distribution $ 5,739 $ 5,247 $ 23,456 $ 20,237 

Operating Expenses $ (2,136) $ (2,465) $40,849) $ (9,165) 
Expenses 

Other Income $ 

(Incudes Other Income) $ 
Division Operating Profit 

Revenue earned by the Infrastructure 
Division during the fourth quarter of 
2004 increased to $5.7 million from 
$5.2 million recorded during the same 
period in 2003. Demand frorn water 
distribution customers declined in the 
fourth quarter of 2004 as a result of 
higher than average precipitation in the 
geographic areas in which the majority 
of the Fund’s water distribution assets 
are located. Strong organic growth from 
an expanding customer base continued 
during the fourth quarter, 2004. The water 
distribution customer count was 19,318, 
a 1.4% increase for the quarter. Water 
reclamation customer count was 20,703, 
a 2.4% increase for the quarter. The strong 
year-over-year growth was significant 
with water distribution customer count 
increasing 7.6% and water reclamation 
customer count rising by 9.9%. 

1 $ 1 3 $ 9 $ 4 5  

3,604 $ 7,795 $ 12,616 $ 11,117 

For the year ended December quarter of 2004 increased to $3.6 
31, 2004, revenue increased to million in comparison to $2.8 million 
$23.5 million from $20.2 million in earned in the fourth quarter of 2003. 

2003 primarily as a result of organic While operating profit increased, 
growth through additional customer it remained below management’s 
connections. expectations primarily due to higher 

The Infrastructure Division operating costs at the Litchfield Park, 
incurred operating expenses of $3.1 Gold Canyon and BellaVista facilities. 
million in the fourth quarter of 2004, For the year ended December 31, 
from $2.5 million for the same period 2004, operating profit increased to 
in 2003 primarily due to a year-to- $12.6 million from $11.1 million in 
date adjustment during the current 2003. Similarly, while 2004 operating 
period to reclassify certain expenses profits continued to rise over those 

as administrative costs. For the year recorded for 2003, the results were 

ended December 3 1, 2004, operating below management’s expectations 
expenses increased to $1 0.8 inillion primarily due to slower-than-expected 

from $9.2 million in 2003. The growth and lower water sales due to 
increasedcostsforthefull year resulted heavy rains in the Phoenix area where 
frorn additional costs related to the the Fund’s Litchfield Park facility is 

additional customer connections. located. 
Operating profit for the fourth 



OUTLOOK 
The Fund expects organic growth 

to continue within existing utilities 
throughout 2005, providing continued 
revenue and operating profit growth for 
the Infrastructure Division. The Fund 
also intends to pursue opportunities 
for adding new customers through 
providing water distribution and water 
reclamation services in geographic areas 
contiguous to existing Fund utilities. 

The Fund is  in the process of 
expanding certain existing facilities 
to meet increasing service demands 
including the wastewater treatment 
plant owned by the Gold Canyon Sewer 
Company. Phase I of the expansion 
was completed in 2004 and Phase II 
i s  expected to be completed during 
2005. Upon completion of the planned 
changes, the Gold Canyon treatment 

9 The Fund intends 

to pursue accretive 

acquisitions of 

water distribution 

and reclamation 

opportunities 

during 2005. 

facility will be capable of handling 
the high customer growth which is 
expected to continue over the next 
several years within the utility area. 
Within the Litchfield Park service area, 
several pipeline expansions were 
completed in 2004 that will facilitate 
continued land development and 
increasing customer connections over 
the next several years. 

The Litchfield Park service area 
in Arizona is located in one of the 
fastest growing counties in the 
United States and intense growth is 
expected to have a positive impact on 
divisional revenue. Moderate growth 
also continues in the Infrastructure 
Division's service areas located in 
the east valley of central Arizona, 
southern Arizona and Texas resulting 

in anticipated overall growth in the 
Infrastructure Division comparable to 
that achieved over the past 12 months. 

The Fund has entered into a 
purchase and sale agreement to 
acquire eight water and wastewater 
systems, which, in aggregate, serve 
approximately 7,000 equivalent 
residential connections located in 
Texas, Missouri and Illinois. Closing 
of this transaction is anticipated to 
occur in mid-March 2005. 

During 2005, the Fund intends to 
pursue accretive acquisitions of water 
distribution and water reclamation 
opportunities to enhance unitholder 
value. The Fund will target utilities 
located in high-growth regions in the 
United States that provide predictable 
and sustainable cash flows. 



Three Months Ended 
ADMINISTRATIVE EXPENSES 

Administrative Expenses 
Business Development Costs 
Management Costs 
Withholding Taxes 
(Cain) / Loss on Foreign Exchange 
Interest Expense 

Income Taxes Expense (Recovery) 

For the fourth quarter and the full year 
of 2004, administrative expenses remained 
constant when compared to the corresponding 
periods of 2003. 

The weakening of the Canadian dollar 
againstthe U.S. dollar resulted in an unrealized 
foreign exchange loss of 50.9 million for the 
fourth quarter of 2004 compared to a gain of 
$2.8inillion inthesameperiodin 2003. Forthe 
full year, the Fund posted a foreign exchange 
gain of $2.6 million, of which $2.5 million is 
unrealized, compared to a foreign exchange 
gain of $1 7.4 million in 2003. The unrealized 
foreign exchange gain is primarily the result 
of fluctuations of the US dollar and its impact 
on the Fund's US dollar denominated debt 
obligations. At the end of the fourth quarter, 
the Fund had approximately $42.2 million in 

December 3 1 
2004 2003 

$1,615 $1,631 
- - 

196 196 
135 97 
873 (2,810) 

3,721 3,228 

1,780 1,701 

US dollar denominated debt. 
Interest expense increased to $3.7 

million in the fourth quarter of 2004, from 
$3.2 million in the fourth quarter, 2003. 
The increase i s  due to the combined effects 
of the issue of $85 million convertible 
debentures in thethird quarter of2004 offset 
by a dccrease in interest expense due to 
maturity of the KMS convertible debentures 
in the second quarter of 2004 and the 
indebtedness outstanding under the Fund's 
line of credit being repaid from the proceeds 
of the $85 million convertible debenture 
offering. For the year ended December 31, 
2004, interest expense increased to $12.4 
million froni $1 1.6 million in 2003. 

During the fourth quarter of 2004, the 
Fund recorded an income tax expense of 

CASH AVAILABLE FOR DISTRIBUTION 

Cash Flow from Operating Activities 
Changes in Working Capital 
Operating Cash Flow before 

Working Capital Changes 
Receipt of Principal on Notes Receivable 
Decrease / (Increase) in Reserves 
Repayment of Long-term Liabilities 
Maintenance Capital Expenditures 
(net of capital grants and asset disposal) 
Other 

Cash Available for Distribution 
Cash Available for Distribution per trust unit 

Year Ended 
December 3 1 

$5,596 $5,577 

2004 2003 

- 5 72 
777 71 0 
483 525 

(2,601) (1 7,364) 
12,440 11,631 

2,285 (4,408) 

$1.8 million, including $1.4 million related 
to future income tax expense. The difference 
represents a current income tax expense. 
In the fourth quarter of the prior year, the 
Fund recorded an income tax expense of 
$1.7 million, substantially all of which was 
related to future income tax expense. For 
the year ended December 31, 2004, the 
Fund recorded an income tax expense of 
$2.3 million, of which $1.2 million was 
related to a future income tax expense with 
the difference of $1.1 million representing a 
current income tax expense. These results 
compare to a $4.4 million income tax 
recovery in the prior year, of which $5.6 
million was a future income tax expense 
and the balance was a current income tax 
expense. 

Three Months Ended Year Ended 
December 31 December 31 

2004 2003 2004 2003 
$12,090 $12,533 $66,434 $58,209 

(1,255) 4,660 (7,553) 322 

$1 0,835 $1 7,193 $58,881 $58,531 
983 1,348 4,164 3,194 
330 110 

(340) (329) 
217 (1 53) 

660 (769) 
$1 2,685 $1 7,400 

0.18 0.26 

(726) (1,523) 
$59,887 $58,368 

0.87 0.86 

$62,402 Distribution to Unitholders $1 6,015 $1 5,600 $63,370 
Distribution to Unitholders per trust unit 0 23 0.23 0.92 0.92 



During the fourth quarter of 2004, cash 
available for distribution decreased to $12.7 
million compared to $17.4 million in the 
same period of 2003. On a per unit basis, 
the Fund generated $0.18 of cash available 
for distribution in the fourth quarter of 2004, 
compared to $0.26 during the fourth quarter 
of 2003. For the year ended December 31, 
2004, the Fund generated $59.3 million of 
cash available for distribution compared to 

$58.4 million during the same period in 
1003. These results represent $0.87 per 
trust unit for the year ended December 31, 
2004, comparing favourably to $0.86 per 
trust unit generated during 2003. 

The Fund distributed 916.0 million for 
the fourth quarter of2004 and $1 5.6 million 
for the fourth quarter of 2003. On a per unit 
basis, the Fund distributed $0.23 per trust 
unit for the fourth quarter in both 2004 and 

DISTRIBUTION OUTLOOK FOR 2005 
Management believes that with additional generating capacity represented 

continuing average hyclrologic conditions, by the LFG Facilities, interest earned on 
the strong organic growth evident in water advances under the subordinated debt 
distribution and reclamation services, the commitment made to Airsource Power 

LIQUIDITY AND CAPITAL RESERVES 
At the end of 2004, the Fund had $34.2 

million of cash and cash equivalents and 

positive net working capital of $17.2 million. 

on the credit facility in addition to $30.9 

million represented by letters of guarantee 

that have been posted on behalf of the Fund. 

Under the terms of the renegotiated credit 

agreement, the Fund is  required to pay a 

standby charge of 0.25% on the un-drawn 

portion of the credit facility, a reduction of 

0.175% from the terms of the credit facility 

Long-term liabilities were 5120.1 niillion at 

the end of 2004, compared to $1 65.1 million 

at the end of 2003. 

In January 2005, the Fund renegotiated 

its combined lines of credit available totalling 

$145 million in either Canadian or US in force during 2004. 

dollar currency for operating and acquisition During2005, the Fund anticipatesto incur 

requirements with a syndicate of chartered higher capital expenditures than incurred 

banks. The renegotiated credit facility during 2004 due to continuing growth and 

provides for a general operating line of $20 regulatory requirements in the Infrastructure 

million, provision of letters of guarantee of Division. Additional wastewater treatment 

approximately $32 million with the balance capacityisIikelytoberequiredattheLitchfield 

for acquisition funding purposes. At the end Park facility in addition to the completion of 

of 2004, the Fund had $30.0 million drawn the capacity increase currently underway 

At the end of 2004, the Fund had the following contractual obligations for the next five years 

2005 2006 2007 
Long term debt obligations $ 932 $ 1,017 $ 1,109 $ 
Other oblieations 734 438 4.377 

2003. The number of units increased due 
to units issued as the consideration to KMS 
debenture holders tendering their securities 
in 2004. For the year ended December 31, 
2004, the Fund distributed $63.4 million 
compared to S62.4 million during 2003. 
Per unit distributions remained at $0.92 
per trust unit for both 2004 and 2003. The 
shortfall in cash available for distribution 
was funded from working capital. 

Fund I LP and the continued benefits of the 
portfolio diversification, cash generated by 
operations should be in line with or exceed 
current distribution levels for 2005. 

at the Gold Canyon facility. In addition, 

the water distribution utilities owned by the 

Fund will be required to coinply with new 

rules pertaining to arsenic levels coming into 

effect in the United States at the beginning 

of 2006. The Fund has also committed to 

invest approximately 58.1 million in steam 
generation and distribution equipment at the 
Peel Energy-from-Waste facility to enhance 
returns. The Fund anticipates financing these 
expenditures with cash flow generated from 
operations, the credit facility and additional 
trust unit offerings. 

At the end of 2004, the Fund had a strong 
balance sheet with a long-term debt-te 
equity ratio of 43%. 

2008 2009 
1,276 $ 1,327 

3 92 2 60 " 
Total Obligations $ 1,666 $ 1,455 $ 5,486 $ 1,608 $ 1,587 

In addition to the above obligations, the growth 1s not deteiminak management 1s power production by these facilities and, 
Fund has commitments to [Jay certain additional unable to quantify these amounts fie Fund since power production is related to future 
amounts to the vendors ofthe Litchfield Park and has obligations with resprct to lease and land hydrologic conditions, such obligations are 
Woodmark facilities which are tied to customer and/or water rights for certain hydroelectric not quantifiable. 
growth in these utilities As the quantum of such facilities. These obligartons arc based on 



DEALING WITH ALGONQUIN POWER GROUP 
During 2004, companies related to the services on a cost recovery basis, details audited financial statements. 

Manager provided operations and technical of which are outlined in note 13 Of the 

RISK MANAGEMENT 
The Fund continues to enjoy the benefits The Fund has fixed the price of its natural steam from the Peel Energy-from-Waste 

of forward contracts to hedge its U.S. dollar gas exposure until 2006 at the Sanger facility to an industrial customer, the Fund 

exchange rate relative to expected future facility and to 2007 at the Peel Energy-from- has been able to mitigate against natural 
monthly cash flows. At the end of 2004, the Waste facility. The power Sales and natural gas price exposure at the Peel Energy-from- 

Fund had forward contracts for 2005 totalling gas supply agreements in place in respect of Waste facility for the 20-year term of this 
LIS $24.3 million at an average rate of $1.41 the natural gas powered generating facilities agreement. 

per U S  dollar. The Fund has entered into owned byr the Fund have been structured The Fund has adequate insurance on 
forward contracts that provide similar fixed to insulate the Fund from the economic a l l  of i ts facilities. This  coverage includes 
exchange rate protection for 2006 to the end impacts of the changing market price of property and casualty, boiler and machinery 
of 2009 totalling Us$74.5 million carrying an natural gas. Under the terms of the energy and liability insurance. 

average rate of $1.38. services agreement relating to the sale of 

CRITICAL ACCOUNTING ESTIMATES 
The Fund recognizes revenue derived from 

energy sales at the time energy is delivered 

Water reclamation and distribution revenue 

is  recognized when delivered to customers 

Revenue from waste disposal is recognized 

on an actual tonnage of waste delivered to the 

plant at prices specified in the contract Certain 

contracts include price reductions if specified 

thresholds are exceeded Revenue for these 

contracts are recognized based on actual 

tonnage at the expected price for the contract 

year and any amount billed in excess of the 

expected is  deferred 

The Fund books deferred credits received 

by the Infrastructure Division which relate to 

OUTLOOK 
The Fund will continue to identify 

opportunities to optimize the performance of 

its portfolio Management is  focusing its efforts 

on integrating recentlv acquired facilities and 

identifying efficiency opportunities to enhance 

unitholdervalue Asstimingcontinuingaverage 

long-term hydrologic conditions, the strong 

organic growth evident in water distribution 

and reclamation services, the additional 

generating capacity represented by the LFG 

Facilities, interest earned on advances under 

the subordinated debt commitment made to 

Airsource Power Fund I LP and the continued 

beiietits of the portfolio diversification, cash 

advances from developers for water and 

sewage main extensions received. These 

advances usually cariy repayment terms 

based on the revenue generated by the 

development in question ranging for a term 

of 10 years. At the end of the payment term, 

the unpaid portion of the advance converts 

to contribution in aid of construction and is 

not required to be repaid to the developer. 

The Fund records the deferred credits based 
on its expected repayments as determined by 
historical experience and industry practice. 

The Fund records at cost capital assets 

such as land, facilities and equipment. 

Improvements that increase or prolong the 

generated by the operations should be in 

line with or exceed current distribution 

levels for 2005. 
The Fund will continue to look for 

opportunities to expand and continue its 

diversification strategy 

The Fund continues to be an industry 

leader in the areas of the environment and 

health and safety. The Fund maintains 

continuous health and safety training for 

all its operations and maintenance staff All 
of the Fund’s facilities are in compliance 

in all material respects with local and 

federa I env i ron men ta I regu I at ions The 

service life or capacity of an asset are also 

capitalized at cost. Intangible assets such 
as power purchase contracts acquired, 

licensing costs and customer relationship 

costs are recorded at cost. The Fund reviews 

capital and intangible assets for permanent 

impairment whenever events or changes in 

circumstances indicate the carrying amounts 

may not be recoverable. 

The Fund enters into fonvard contracts 

to hedge against its exposure to the US 
dollar. Gains and losses from these activities 

are reported as adjustments to the related 
revenue or expense account as they are 

settled. 

Fund continues to upgrade the facilities’ 

environmental controls utilizing best 

available technology. 

The Fund plans to invest in information 

technology to reduce administrative costs 

by continuing the implementation of supply 

chain management systems and integrated 

billing and customer protocols 

In keeping with the emerging Ontario 

Securities Commission requirements, the 

Fund is in the process of completing the 

review and documentation of its controls 

and procedures for annual certification of 

the financial statements 



QUARTERLY FINANCIAL INFORMATION 
The following is  a summary of unaudited quarterly financial information for the two years ended December 31, 2004 and 2003. 
$ millions except per trust unit amounts 

2004 1st Qtr 2nd Qtr 3rd Qtr 4th Qtr Total 

Revenues $ 37.2 $ 41.9 $ 40.7 $ 40.7 $ 160.5 
Net earnings (loss) 3.3 8.1 11.5 (0.1) 22.8 
Net earnings per trust unit 0.05 0.12 0.1 6 0.00 0.33 
Total assets 812.5 809.0 834.2 823.9 823.9 
Long-term debt 186.4 189.7 214.6 226.2 226.2 
Distribution per trust unit 0.23 0.23 0.23 0.23 0.92 

.................... ~ ~ 

2003 
Revenues 
Net earnings 

Net earnings per trust unit 

Total assets 

Long-term debt 

Distribution per trust unit 

1st Qtr 

$ 27.6 
6.5 

0.1 0 
828 7 
185.7 
0.23 

2nd Qtr 

$ 42.2 
21 5 
0 32 

829 0 
178 6 
0 23 

3rd Qtr 

$ 381 
10 0 
0 15 

822 2 
1778  
0 23 

4th Qtr 

6 5  
0 09 

808 6 
185 4 
0 23 

5 - 3 9 7  
Total 

$ 147.6 
44.5 
0.66 

808.6 
185.4 
0.92 

RECENTLY ISSUED CANADIAN ACCOUNTING STANDARDS 
Hedging Relationships 
Accounting Guideline 13 (“AcG 13”), issued by 
the Canadian Institute of Chartered Accountants, 
is effective for the Fundi 2004 fiscal year. 
AcC 13 specifim the circumstances in which 
hedge accounting is appropriate, including the 
identification, documentation, designation and 
effectiveness of hedges, and the discontinuance 
of hedge accounting. The Fund has entered into 
a series of foreign exchange forward contracts, 
which are classified as hedging relationships, in 
order to mitigate its foreign exchange risk related 
to the U.S./Canadian dollar exchange rate. The 
Fund considers that these hedge instruments 
are effective hedges. The Fund reviews the 
effectiveness of hedge instruments on a quarterly 
basis. If management concluded that these 
hedge instruments were no longer effective, 
they would be marked-twnarket and the effect 
would be recorded in income. 

Asset Retirement obligations 
Section 31 10 of the ClCA Handbook, Asset 
Retirement Obligations, is applicable for the 
Funds 2004 fiscal year. Under this standard, 
theasset retirementcost, equal totheestimated 
fair value of the asset retirement obligation, is 
capitalized as part of the cost of the related 
long-lived asset. The asset retirement costs 
are depreciated over the asset’s useful life and 
included in depreciation and amortization 
expense on the Consolidated Statement of 
Earnings. Increases in the asset retirement 
obligation resulting from the passage of time 
are recorded as accretion of asset retirement 
obligation in the Consolidated Statement 
of Earnings. Actual expenditures incurred 
are charged against the accumulated 
obligation. During the first quarter of 2004, 
the Fund completed an analysis of existing 
properties. This analysis reviewed existing 
contracts (leases, etc.) and current statutory 
requirements, and management has 
determined that a provision for retirement 
obligations is not currently required. 

Inipairnient of  Long-Lived Assets 
Section 3063 of the ClCA Handbook, 
Impairment of Long-Lived Assets, is  
applicable for the Fund’s 2004 fiscal year. 
Under this standard, an impairment loss 
should be recognized when the carrying 
value of a long-lived asset is not recoverable 
and exceeds its fair value. There ”as no 
material impact on the Fund‘s earnings per 

unit in the 2004 fiscal year. 

NOTE Certain statements contained in the information herein are forward-looking and reflect the Fund‘s and i t s  Manager’s views with 
resxct to future events. Since forward-looking statements address future events and conditions, bv their ver nature they involve 

inherent risks and uncertainties. Forward-looking statements are not guarantees of the Fund’s future performance or’results andare subject to various 
factors, including, but not limited to, assumptions such as those relating to: the performance of the Fund’s assets, commodity market prices, interest 
rates and environmental and other regulatory requirements. Although the Fund and its Manager believe that the assumptions inherent in these 
forward-looking statements are reasonable, undue reliance should not be placed on these statements, which apply only as of the dates hereof. The 
Fund and its Manager are not obligated nor do either of them intend to update or revise any forward-looking statements, whether as a result of new 
information, future developments or otherwise. 



A R’S 
R 

We have audited the consolidated 
balance sheets of Algonquin Power 
income Fund as at December 31, 2004 
and 2003 and the consolidated Statements 
of earnings and deficit and cash flows 
for the years then ended. These financial 
Statements are the responsibility of the 
Fund’s management. Orrr responsibility is 
to express an opinion on these financial 
Statements based on our audits. 

We conducted our audits in accordance 
with Canadian generally accepted 
auditing standards. Those standards 
require that we plan and perform an audit 
to obtain reasonable assurance whether 
the financial statements are free of 
material misstatement. An audit includes 
examining, on a test basis, evidence 
supporting the amounts and disclosures 
in the financial statements. An audit 
also includes assessing the accounting 
principles used and significant estimates 
made by management, as well as 
evaluating the overall financial statement 
presentation. 

In our opinion, these consolidated 
financial statements present fairly, in all 
material respects, the financial position of 
the Fund as at December 31, 2004 and 
2003 and the results of its operations and 
its cash flows for the years then ended 
in accordance with Canadian generally 
accepted accounting principles. 

Chartered Accountants 
Toronto, Canada 



CONSOLIDATED BALANCE SHEETS 
DECEMBER 31,2004 AND 2003 
(in thousands of Canadian dollars) 

2004 2003 
(Restated Note 21) 

Assets 
Current Assets 
Cash and cash equivalents 
Accounts receivable 
Prepaid expenses 
Current portion of notes receivable (note 4) 
Future income tax asset (note 12) 

$ 34,197 $ 21,238 
25,343 20,297 

1,790 1,530 
2,589 1,478 

18 105 
$ 63,937 44,648 

Long-term investments (note 4) 
Future non-current income tax asset (note 12) 
Capital assets, net of accumulated amortization (note 5) 
Intangible assets, net of accumulated amortization (note 6) 
Funds held in reserve 
Deferred costs (net of accumulated amortization of $1,383,2003 - $657) 

Liabilities 
Current tiabilities 
Accounts payable and accrued liabilities 
Due to Algonquin Power Group (note 13) 
Cash distribution payable 
Current portion of long-term liabilities (notes 8 and 10) 
Current income tax liability 
Future income tax liability (note 12) 

Long-term liabilities (notes 7 and 8) 
Convertible debentures (note 9) 
Other long-term liabilities (note 10) 
Deferred credits 
Future non-current income tax liability (note 12) 
Minority interest (note 8) 

Ltnithoiders’ equity 
Trust units (note 1 1) 
Deficit 

Commitments and contingencies (notes 4 and 14) 
Guarantees (note 20) 

48,561 59,190 
6,425 6,809 

610,380 
83,677 82,334 
3,728 3,963 
6,815 1,300 

$ 823,899 $ 808,624 

61 0,756 

.. . .. ... ..... ..........._ .... ... . . .......... .................................. ,.... , ....... 

30,481 19,907 
1,826 1,035 

10,677 10,400 
1,666 1,961 

596 1,142 
1,449 866 

$ 46,695 $ 35.31 1 

120,085 
85,000 

8,960 
12,124 
55,764 

- 

165,117 

9,622 
10,627 
53,012 
15,059 

- 

654,176 638,213 
(1 58,905) (1 18,337) 

$ 495,271 $ 519,876 

$ 823,899 $ 808,624 

See accompanying notes to the consolidated financial statements 



CONSOLIDATED STATEMENTS OF EARNINGS & DEFICIT 
DECEMBER 31,2004 AND 2003 
(in thousands of Canadian dollars except as noted and per trust unit) 

2004 2003 
Revenue 

Energy sales $ 122,981 $ 112,726 
Waste disposal fees 14,086 14,650 

23,456 20,237 Water reclamation and distribution 

160,523 147,613 
................ .. ............. ........ ..... 

Expenses 
Operating (note 13) 
Amortization of capital assets 
Amortization of intangible assets 
Management costs (note 13) 
Administrative expenses 
Business development 
Withholding taxes 
(Gain) / loss on foreign exchange 

Earnings before undernoted 
Interest expense 
interest, dividend and other income 
Income from note receivable prepayment 

Earnings before income taxes and minority interest 
Current income taxes (note 12) 
Future income taxes (note 12) 

94,012 80,680 
27,762 25,424 

6,465 4,950 
777 71 0 

5,596 5,577 
5 72 

483 525 
(2,601) (1 7,364) 

132,494 101,074 

28,029 46,539 
(1 2,440) 

6,681 6,608 
3,634 

(2,125) (5,023) 

(11,631) 

25,904 41,516 
1,105 1,175 
1,180 (5,583) 
2,285 (4,408) 

lbtinority interest 
Net earnings 
Deficit, beginning of year 
Cash distributions (note 16) 
Deficit, end of year 
Basic and diluted net earnings per trust unit (note 17) 

81 7 1,417 
22,802 44,507 

(1 00,442) (1 18,337) 
(63,370) (62,402) 

$ (118,337) $ (158,905) 
$ 0.33 $ 0.66 

---- 

See accompanying notes to the consolidated financial statements 



CONSOLIDATED STATEMENTS OF CASH FLOWS 
DECEMBER 31,2004 AND 2003 
(in thousands of Canadian dollars except as noted and per trust unit) 

Operating Activities 
Net earnings 
Items not affecting cash 

Amortization of capital assets 
Amoitization of intangible assets 
Other amortization 
Minority interest 
Distribution received in excess of equity income 
Future income taxes 
(Gain) / loss on foreign exchange 

Changes in non-cash operating working capital 

Financing Activities 
Cash distributions 
Issue costs of trust units 
Convertible debenture issue (note 9) 
Expenses of convertible debenture issue (note 9) 
Deferred costs 
Increase in long-term liabilities 
Decrease in long-term liabilities 
Other 
Deferred credits 

Investing Activities 
Decrease in reserve funds 
Receipt of principal on notes receivable 
Additions to capital assets 
Additions to intangible assets 
Power Purchase Contract Renegotiation (note 3) 
Acquisition of notes receivable 
Acquisitions of operating entities net of cash acquired (note 2) 

Effect of exchange rate differences on cash and cash equivalents 
Increase / (decrease) in cash and cash equivalents 

2004 

$ 22,802 

27,762 
6,465 
2,331 

81 7 
(1 6) 

1,180 
(2,460) 

58,881 
7,553 

2003 

$ 44,507 

25,424 
4,950 
2,934 
1,417 

242 
(5,583) 

(1 5,360) 
58,53 1 

(322) 
66,434 58,209 

(63,3 70) (62,402) 
(700) 

85,000 
(4,100) 
(2,305) (641) 

30,000 11 2,833 
(71,969) (42,228) 

(1,117) (358) 
426 41 1 

(28,135) 7,615 

235 319 
2 1,988 3,194 

(1 7,33 6 )  (1 2,071) 
(289) 

25,357 
(13,917) 
(1 5,159) (84,895) 
(24,189) (68,3 85) 

(1,151) (1,039) 
12,959 (3,600) 

Cash and cash equivalents, beginning of year 21,238 24,838 
Cash and cash equivalents, end of year $ $ 21,238 34,197 

Supplemental disclosure of cash flow information 
Cash paid during the year for interest expense $ 9,441 $ 9,551 
Cash paid during the year for income taxes $ 1,624 $ 854 

~ - 

Non-cash issue of trust units to retire convertible debentutes of KMS (note 8) $ 1 6,663 $ 

See accompanying notes to the consolidated financial statements 



OTE 
DECEMBER 31,2004AND 2003 
(in thousands of Canadian dollars) 

Algonquin Power Income Fund (the ”Fund”) is an open-ended, unincorporated trust established pursuant to the 
Declaration of Trust dated September 8, 1997, as amended, under the laws of the Province of Ontario. The Fund’s 
principal business activity is  the ownership, directly or indirectly, of generating and infrastructure facilities. 

The Fund is managed by Algonquin Power Management Inc. (”APMI”), a company wholly-owned by the shareholders of 
Algonquin Power Corporation Inc. (”APC”). A subsidiary of APC, Algonquin Power Systems Inc. YAPS”), i s  responsible 
for the operation of the Fund’s facilities. Algonquin Water Services LLC (”AWS”), a partnership jointly owned by APC 
and the Fund, tnanages and operates the water reclamation and distribution facilities in Arizona. Collectively, these 
entities are referred to as the Algonquin Power Group. 

1. Significant accounting policies 

(a)New accounting policies 

(i) Asset retirement obligations: 

The fair value of estimated asset retirement obligations is recognized in the consolidated balance sheets when identified 
and a reasonable estimate of fair value can be made. The asset retirement cost, equal to the estimated fair value of 
the asset retirement obligation, i s  capitalized as part of the cost of the related long-lived asset. The asset retirement 
costs are depreciated over the asset’s estimated useful life and included in amortization expense on the consolidated 
statement of earnings and deficit. Increases in the asset retirement obligation resulting from the passage of time are 
recorded as accretion of asset retirement obligation in the consolidated statement of earnings and deficit. Actual 
expenditures incurred are charged against the accumulated obligation. 

The Fund completed an analysis of existing properties. This analysis reviewed existing contracts and current statutory 
requirements and management has determined that a provision for retirement obligations i s  not currently required. 

(ii) Derivatives contracts 

The Fund enters into forward contracts to hedge against possible fluctuations in its exposure to the U.S. dollar. Gains 
and losses from these activities are reported as adjustments to the related revenue account as they are settled and no 
balance is carried on the consolidated balance sheet. 

The Fund’s policy is not to utilize derivative financial instruments for trading or speculative purposes. 

The Fund formally documents all relationships between hedging instruments and hedged items as well as its risk 
management objective and strategy for undertaking various hedge transactions. This process includes linking 
a l l  derivatives to specific assets and liabilities on the balance sheet or to specific firm commitments or forecasted 
transactions. The Fund also formally assesses, both at the hedge’s inception and on an ongoing basis, whether the 
derivatives that are used in hedging transactions are highly effective in offsetting changes in fair values or cash flows 
of hedged items. 



(iii) Impairment of long-lived assets 

The Fund reviews capital assets and intangible assets for permanent impairment whenever events or changes in 
circumstances indicate the carrying amount may not be recoverable. Recoverability is measured by comparing the 
carrying amount of an asset to expected future cash flows. If the carrying amount exceeds the expected future cash 
flows, the asset is written down to its fair market value. 

(b)Basis of consolidation 

The consolidated financial statements of the Fund have been prepared in accordance with accounting principles generally 
accepted in Canada and include the consolidated accounts of all of its subsidiaries.The Fund consolidates its proportionate 
share in the Campbellford Limited Partnership (“Campbel Iford”) and theValley Power Limited Partnership. 

All significant intercompany transactions and balances have been eliminated. 

@)Cash and cash equivalents 

Cash and cash equivalents include cash deposited at banks and highly liquid investments with original maturities of 90 
days or less. 

(d)Funds held in reserve 

Cash reserves segregated from the Fund’s cash balances are maintained in accounts administered by a separate agent 
and disclosed separately in these consolidated financial statements as the Fund cannot access this cash without the prior 
authorization of parties not related to the Fund. 

(e)Capital assets 

Capital assets such as land, facilities and equipment are recorded at cost. Development costs, including the cost of 
acquiring or constructing facilities together with the related interest costs during the period of construction, are Capitalized. 
Improvements that increase or prolong the service life or capacity of an asset are capitalized. Maintenance and repair costs 
are expensed as incurred. 

The facilities, equipment and overhauls are amortized on a straight-line basis over their estimated useful lives. For facilities, 
these periods range from 15 to 40 years. Facility equipment and overhauls are amortized over 3 to 6 years. 

(4 Intangible assets 

Power purchase contracts acquired are amortized on a straight-line basis over the remaining term of the contract. These 
periods range froin 6 to 15 years from date of acquisition. 

The costs attributable to establishing exemptions from Federal Energy Regulatory Commission licensing requirements in  
the United States are being amortized on a straight-line basis over 5 years. 

Customer relationships are amortized on a straight-line basis over 40 years. 



(@Notes receivable 

Notes receivable are carried at cost. A provision for credit losses on notes receivable i s  charged to the statement of 
earnings and deficit to cover any losses of principal and accrued interest. 

(h)Deferred costs 

Deferred costs, which include the costs of arranging the credit facility, costs associated with periodic customer rate reviews 
with the utility governing bodies for the water reclamation and distribution facilities and costs of various reorganizations 
which provide benefits for a number of years, are amortized on a straight-line basis over the term of the expected benefit, 
being 2 to 5 years. 

(i) Long-term investments 

Investments in which the Fund has significant influence, but not control or joint control, are accounted using the equity 
method. The Fund records its share in the income or loss of its investees in interest, dividend and other income in the 
consolidated statement of earnings and deficit. All other equity investments where the Fund does not have significant 
influence or control are accounted for under the cost method. Under the cost method of accounting, investments are 
carried at cost and are adjusted only for other-than-temporary declines in fair value, distributions of earnings and additional 
investments. 

(j) Deferred credits 

Certain of the water companies receive advances from developers for water and sewage main extensions. The amounts 
advanced are generally repaid over a period of 10 years based on 10% of the revenues generated by housing/developnient 
in the area developed. Advances not refunded within ten years do not require repayment. The estimate of non-refundable 
amounts i s  credited against capital assets. The Fund also receives contributions in aid of construction with no repayment 
requirements in which the full amount is immediately treated as a capital grant and netted against capital assets. 

Deferred water rights result from a hydroelectric generating facility that has a 50-year water lease with the first 10 years of 
the water lease requiring no payment. An average rate was estimated over the life of the lease and a deferral was booked 
based on this estimate which i s  being drawn down in the last 40 years. 

(k) Recognition of revenue 

Revenue derived from energy sales, which are mostly under long-term power purchase contracts, is recorded at the time 
electrical energy is delivered. 

Water reclamation and distribution revenues are recorded when delivered to customers. 

Revenue from waste disposal is recognized on actual tonnage of waste delivered to the plant at prices specified in the 
contract. Certain contracts include price reductions if specified thresholds are exceeded. Revenue for these contracts i s  
recognized based on actual tonnage at the expected price for the contract year and any amount billed in excess of the 
expected rate is deferred. 

Interest and dividend income from long-term investments is recorded as earned. 



(I) Foreign currency translation 

The Fund's United States subsidiaries and partnership interests are considered to be functionally integrated with the 
Canadian operations. All monetary assets and liabilities denominated in United States dollars are translated into Canadian 
dollars at year-end exchange rates, whereas nonmonetary assets and liabilities are translated at the rate in effect at the 
transaction date. The revenues and expenses of these integrated operations are translated at the average rate of exchange in 
effect during the period. The foreign currency translation adjustment is reflected in the consolidated statement of earnings 
and deficit. Amortization of assets translated at historical exchange rates are translated at the same exchange rate as the 
assets to which they relate. 

(m)lncome taxes 

As the Fund is an unincorporated trust, it is entitled to deduct distributions to unitholders to the extent of its taxable income 
and consequently, it is expected that the Fund will not be liable for any material tax as this will be the responsibility of the 
individual unitholder. Any provision for income taxes will relate solely to the income taxes of the Fund's wholly- owned 
subsidiaries. 

Income taxes are accounted for using the asset and liability method. Future tax assets and liabilities are recognized for 
the future tax consequences attributable to differences between the financial statement carrying amounts of existing assets 
and liabilities and their respective tax bases. Future tax assets and liabilities are measured using enacted or substantively 
enacted tax rates expected to apply to taxable income in the years in which those temporary differences are expected to 
be recovered or settled. The effect on future tax assets and liabilities of a change in tax rates is recognized in earnings in 
the year that includes the date of enactment or substantive enactment. 

A valuation allowance i s  recorded against future tax assets to the extent that it is more likely than not that the future tax 
asset will not be realized. 

(n)Use of estimates 

The preparation of financial statements requires management to make estimates and assumptions that affect the reported 
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of these financial statements 
and the reported amounts of revenue and expenses during the year. Actual results could differ from those estimates. During 
the years presented, management has made a number of estimates and valuation assumptions, including the useful lives 
and recoverability of capital assets and intangible assets, the recoverability of notes receivable and long-term investments, 
the recoverability of future tax assets, the portion of aid-in construction payments that will not be repaid, and the fair value 
of financial instruments and derivatives. These estimates and valuation assumptions are based on present conditions and 
management's planned course of action as well as assumptions about future business and economic conditions. Should 
the underlying valuation assumptions and estimates change, the recorded amounts could change by a material amount. 



2. Acquisitions 

On September 30, 2004, the Fund acquired an interest in 12 landfill gas-powered generating stations ("LFG Facilities") 
representing approximately 36MW of installed capacity for a total consideration of $1 1,374 (U.S. $9,000). The majority 
of the LFC Facilities were commissioned in the late 1990s. The electricity produced is sold to a number of large utilities 
pursuant to long-term power purchase agreements with an average termination date of 201 1. 

The acquisition has been accounted for using the purchase method, with earnings from operations included from the date 
of acquisition. 

The consideration paid by the Fund has been allocated to net assets acquired as follows: 
Alternative Fuels 

Working capital $ 1,350 
Capital assets 8,621 

1,746 Intangible assets 
Total purchase price 11,717 

Cash consideration paid $ 11,374 

............................ .............. 

Less: cash acquired (343) ......................... ................................. 

Intangible assets represent the value of power purchase contracts acquired with the LFC Facilities and are amortized over 
the remaining life of the contracts from date of acquisition ranging from 2 to 17 years. 

On March 10, 2003 the Fund acquired a 56MW cogeneration generating facility in Windsor Locks, Connecticut and the 
related power sales contracts for total consideration of $44,009 (U.S. $30,028). The Windsor Locks generating station sells 
electricity to Connecticut Light and Power Company pursuant to a long-term power purchase agreement ending in 201 0. 
In addition, the facility delivers steam energy and a small portion of electricity to a speciality fiber composites mill located 
adjacent to the facility pursuant to an energy services agreement ending in 201 8. 

On February 25, 2003 the Fund acquired the shares of Litchfield Park Services Company ("Litchfield Park") located in 
Phoenix, Arizona for $34,928 (U.S. $23,401) in the Infrastructure operating segment. At December 31,2004 the company 
services approximately 24,500 water and wastewater customers. 

The acquisitions have been accounted for using the purchase method, with earnings from operations included since the 
date of acquisition. The Consideration paid by the Fund has been allocated to net assets acquired as follows: 

Working capital 
Funds held in reserve 
Capital assets 
Intangible assets 
Long-term liabilities assumed 
Other long-term liabilities assumed 
Deferred credits 
Future non-current income tax liability 
Total purchase price 
Less: cash acquired 

Cogeneration Infrastructure 
$ - $ (470) 

- 1,786 
31,614 67,858 
12,395 7,220 

- (20,981) 
- (2,445) 
- (2,128) 
- (1 5,912) 

44,009 34,928 
- (1,452) 

$ 44,009 $ 33,476 

Total 
$ (470) 

1,786 
99,472 
19,615 

(20,981) 
(2,445) 
(2,128) 

(1 5,912) 
78,93 7 
(1,452) 

$ 77,485 



Intangible assets in cogeneration include power purchase contracts that are amortized over the term of the contracts from 
6 to 15 years. Intangible assets in infrastructure include customer relationships that are amortized over 40 years. 

In accordance with the purchase and sale agreements of Litchfield Park, Woodmark Utility Company and Gold Canyon 
Sewer Company, additional amounts are required to be paid to the vendors for additional customers connected with the 
different facilities. For Litchfield Park, these payments continue until 2008 and for Woodmark until 2007. There are no 
further payments required for Gold Canyon. The additional payments are capitalized as part of the customer relationship 
intangible asset, gross of future income taxes of $2,279 (2003 -$ 4,658). 

2004 2003 
Litchfield Park $ 3,626 $ 7,039 
Woodmark 159 
Gold Canvon 371 

In US $ 
$ 3,785 $ 7,410 
$ 2,944 $ 5,635 ........ . .. ... . . . .............. 

3. Power purchase contract renegotiation 

During 2003, the Fund completed the renegotiation of 13 power purchase agreements with rate orders with Public Service 
Company of New Hampshire ("PSNH"). This represents the total New Hampshire hydroelectric portfolio of the Fund. The 
total proceeds from this transaction were $28,295 (US$20,437). Of the total proceeds, $2,938 (US$2,122) has been placed 
into escrow pending the resolution of payment of certain lease obligations with the State of New Hampshire. The financial 
statements do not reflect any balance for the funds held in escrow as the certainty of the Fund receiving these proceeds is 
not known at this time. The net proceeds of $25,357 were used to pay down debt and fund working capital. The respective 
assets of the New Hatnpshire operations have been reduced by the amount of the net proceeds. Accordingly, no gain or 
loss has been recognized. The Fund continues to own and operate the 13 hydroelectric generating facilities and sells all 
the electrical output from the facilities to PSNH at current market rates. 

4. Long-term investments 

Debt and share interests in four (2003 - five) generating fac 

A 45% partnership interest in the Algonquin Power 

2004 2003 

ranging from 12.1% to 32.4"/0 interest $ 30,556 $ 52,315 

(Rattle Brook) Partnership 3,787 3,860 
34,343 56,175 _ _  

Campbellford Note 
Note bearing interest of 9.941 5% repayable in monthly blended installments 

Across America Note 
Note bearing interest of 12.00% repayable in quarterly installments, 

(principal and interest) of US$ 635, maturing January 31, 2008 
Airsource Note 
Note bearing interest of 11.1 89% maturing September 30, 201 4. Interest 

decreases to 10.739% after conversion. No principal payments until 
January 1,2009. 5,512 

(principal and interest) of $32, maturing February 28, 201 5. 3,023 3,213 

Other 2 68 1,280 
16,806 4,493 
51,150 60,668 

Less: current portion 2,589 1,478 
$ 48,561 $ 59,190 

The notes above are secured by the underlying assets of the respective facilities. 

8,004 



On September 30, 2004, the Fund provided debt financing in the amount of $8,004 (U.S. $6,650) to Across America LFG 
LLC (”Across America”) a majority owned subsidiary of a Fortune 50 company. Across America through its subsidiaries 
owns and manages the landfill gas collection systems which provide landfill gas to the LFG Facilities. The balance due 
within the year in the amount of $2,104 (US$ 7,748) is included as part of the current portion of notes receivable. 

During the fourth quarter of 2004, the Fund agreed to provide between $69,200 and $90,800 in subordinated debt to 
Airsource Power Fund I LP, a 99 MW wind energy facility to be constructed near St. Leon, Manitoba. As of December 31, 
2004, the Fund has provided financing in the amounts of $5,512. 

On April 30, 2004, the loan to Cardinal Power of Canada LLP, the owner of the Cardinal Power Cogeneration facility, was 
repaid. The Fund received proceeds of $22,200, of which $1 8,600 represented the principal outstanding plus accrued 
interest and the remaining $3,634 represented a prepayment fee. 

5. Capital assets 

Land 
Faci I ities 
Equipment 

2004 
Cost Accumulated Net book value 

amortization 
$ 11,504 $ $ 11,504 

676,120 85,228 590,892 
12,623 4,263 8,360 

$ 700,247 $ 89,491 $ 610,756 

Facilities include $89,889 (2003 - $90,693) of net assets under capital lease, $849 (2003 - $0) of construction in process. 
In addition $1 8,557 (2003 - $1,234) of contributions received in aid of construction have been credited to facilities’ cost. 

At the end of 2004, the Fund wrote off the cost and the accumulated amortization related to the joliet facility. Cost written 
off amounted to $2,476 and the accumulated amortization totaled $1,444, for a net book value of $ 1,032 which has been 
included in amortization expense. Management deemed that the facility was no longer economically viable. 

The Fund has entered into an agreement to sell steam from the Peel Energy-from-Waste facility to an industrial customer 
located in close proximity. To effect such sales, the Fund will incur the costs of certain additional steam generation and 
transmission assets. The Fund has committed to contractual arrangements to complete the project totaling approximately 
$8,100. The Fund has incurred amounts totaling $849 included in assets under construction. Cash flow generated from this 
project in excess of 15% will be shared with APC. 

Land 
Faci I ities 
Equipment 

2003 
Cost Accumulated Net book value 

amortization (Restated Note 21) 

$ 11,444 $ $ 11,444 
651,714 62,627 589,087 

12,616 2,767 9,849 
$ 675,774 $ 65,394 $ 610.380 



6. Intangible assets 

Power purchase contracts 
Customer relationships 
Licenses and agreements 

Power purchase contracts 
Custonier relationships 
Licenses and agreements 

2004 
Cost Accumulated Net book value 

amortization 
$ 73,966 $ 11,417 $ 62,549 

2 1,423 528 20,895 
696 463 233 

$ 96,085 $ 12,408 $ 83,677 

2003 
Cost Accumulated Net book value 

amortization 
$ 74,044 $ 7,280 $ 66,764 

1,044 752 292 
$ 90,439 $ 8,115 $ 82,334 

15,361 83 15,278 

Included in amortization of intangible assets is the write off of the Joliet power and gas contract for an amount of $900 
(note 5). 

7. Revolving credit facility 

In January 2005, the Fund renegotiated its revolving credit agreement increasing the availability from $1 15,000 to 
$145,000 with a syndicate of Canadian banks, maturing August 31, 2006. The facility includes a $20,000 operating 
line. At December 31, 2004, $30,000 (2003 - $70,910) has been drawn on the revolving credit facility and no amount 
was outstanding on the operating line. In addition, the availability of the revolving credit facility has been reduced by 
$30,878 (2003 $30,669) for certain outstanding letters of credit. The terms of the credit agreement require the Fund to pay 
a standby charge of 0.25% on the unused portion of the revolving credit facility and 1 .O%, plus the banker's acceptance 
or LIBOR interest rates on the drawn portion of the revolving credit facility. In addition the Fund has to maintain certain 
financial covenants. The facility is secured by a fixed and floating charge over all Fund entities. 

8. Long-term liabilities 
2004 2003 

Senior Debt Long Sault Rapids 
Interest at rates varying from 10.1 6% to 10.21% repayable in 
monthly blended installments of $402, maturing December, 2028. 

interest rate of 11.55% repayable in monthly blended 
installments of $64, maturing April, 2020. 

California Pollution Control Finance Authority Variable 
Rate Demand Resource Recovery Revenue Bonds Series 
1990A, payable monthly, maturing September, 2020. 
U.S. $1 9,200. The effective interest rate for 2004 
is 1.29%. (2003 - 1.1 1 YO). 

Senior Debt Chute Ford 

Sanger Bonds 

(Table continued on next page) 

$ 43,310 $ 43,710 

5,473 5,596 

23,109 24,814 



(Table continued from previous page) 2004 2003 

KMS Convertible Debentures 
Interest rate of 10%: interest payable semi-annually 
June and December, maturing June, 2004. 

Water Infrastructure Financing Authority of Arizona 
interest rates of 6.10% and 6.26% repayable in monthly 
and quarterly installments, maturing December, 201 7 
and March, 2020. The balance of these notes at December 3 1, 
2004 was U.S. $141 and U.S. $1,872 respectively 
(2003 - U.S.$147 and U.S. $1,937). 

Litchfield Park Services Company Bonds 
1999 and 2001 IDA Bonds. Interest rates of 5.87% and 6.71% repayable 
in senii-annual installments, maturing October 2023 and October 2031. 
The balance of these notes at December 31, 2004 was U.S. $5,254 and 
U.S. $8,423, respectively, (2003 - U.S. $5,417 and U.S $8,457). 

Revolving line of credit interest rate is equal to bankers’ 
acceptance or LIBOR plus 125 basis points. The effective 
rate of interest for 2004 was 4.56% (2003 - 4.57%). 

Bella Vista Water Loans 

Revolving credit facility (Note 7) 

Other 

Less: current portion 

2,422 2,693 

16,462 17,93 1 

30,000 70,910 
241 3 08 

$ 121,017 $ 166,713 

(932) (1,596) 
$ 120,085- $ 165,117 

Each of the facility level debt is secured by the respective facility with no other recourse to the Fund.The loans have certain 
financial covenants which must be maintained on a quarterly basis. Interest paid on the long-term liabilities was $12,000. 
(2003 - $1 1,201 ) 

Principal payments due in the next five years and thereafter are: 

2005 
2006 
2007 
2008 
2009 
Thereafter 

$ 932 
31,017 

1,109 
1,216 
1,327 

85,416 
$ 121,017 

During the second quarter 2004, the Fund completed the acquisition of the remaining 52.7% of the outstanding principal 
amount of the convertible debentures of KMS Power Income Fund by issuing 1,803,980 trust units of the Fund for total 
consideration of $ 1  6,663. This transaction brought the ownership to 100% and eliminated all minority interest. 



9. Convertible debentures 

On July 20, 2004, the Fund issued 85,000 convertible unsecured subordinated debentures 2 3 price of $1 per debenture 
for gross proceeds of $85,000 and net proceeds of $80,900. The debenture issue costs of $4,100 are deferred and 
amortized over the term of the convertible debentures. The debentures are due July 3 1,201 1 and bear interest at 6.65% per 
annum, payable semi-annually in arrears on January 31 and July 31 each year starting January 31, 2005. The convertible 
debentures are convertible into trust units of the Fund at the option of the holder at a conversion price of $10.65 per trust 
unit, being a ratio of approximately 93.8967 trust units per $1 principal amount of debentures in trust units or cash. The 
debentures may not be redeemed by the Fund prior to July 3 1, 2007. The Fund performed an evaluation of the embedded 
holder option and determined that its value was nominal and as a result the entire amount of the debenture is classified 
as a liability. 

Total interest on the convertible debentures in 2004 was $2,555. 

10. Other long-term liabilities 

Joliet Subsidy loan 
In accordance with Illinois law, a significant portion of the 
revenue received by KMS Joliet for the sale of electricity 
to the utility represents a subsidy. Repayment arrangements 
satisfactory to the State of Illinois must be 
implemented by 2007. US. $3,277. 

Obligation for real estate taxes for the Sanger plant due 
October 1, 201 1 at interest rates varying from 4.75% to 

Melo Roos 

5.55%. U.S. $1,370 (2003 - U.S.$1,530) 

Customer Deposits 

Capital Leases 

Other 

Less: current portion 

Principal payments due in the next five years and thereafter are: 

2005 
2006 
2007 
2008 
2009 
Thereafter 

Interest paid on other long-term liabilities was $440. (2003 - $430). 

2004 2003 

$ 3,942 $ 3,915 

1,649 1,977 

2,850 3,212 

853 5 08 

400 3 75 
$ 9,694 $ 9,987 

(734) (365) 
$ 8,960 $ 9,622 

$ 734 
438 

4,3 76 
3 92 
260 

3,494 
$ 9,694 



11. Trust units 

Authorized trust units 

The Declaration of Trust provides that an unlimited number of units may be issued. Each unit represents an undivided 
beneficial interest in any distribution from the Fund and in the net assets in the event of termination or wind-up. All units 
are the same class with equal rights and privileges. 

Trust units are redeemable at the holder's option at amounts related to market prices at the time subject to a maximum of 
$250 in cash redemptions in any particular calendar month. Redemptions in excess of this amount shall be paid by way of 
a distribution in kind of a pro rata amount of certain of the Fund's assets, including the securities purchased by the Fund, 
but not to include the generating facilities. 

Issued trust units 
Number Amount 
of units 

Balance as at December 31,2003 and 2002 $ 67,887,612 $ 638,213 
Issued pursuant to acquisition of the remaining 52.7% 
of the outstanding principal amount of convertible debentures 
of KMS Power income Fund. (Note 8) 

Issue costs 
Balance as at December 3 1, 1004 

1,803,980 16,663 
(700) 

$ 69,691,592 $ 654,176 _- -~ ~~ 

~ 

12. Income taxes 

The provision for income taxes in the consolidated statements of earnings represents an effective tax rate different than the 
Canadian enacted statutory rate of 33.66% (2003 - 35.6%). The differences are as follows: 

2004 2003 
Earnings before income tax and minority interest 
Less: income taxed directly in hands of unitholders, 

Earnings / (losses) of taxable entities 
not the Fund 

$ 

Computed income tax expense (recovery) at Canadian statutory rate 
Increase (decrease) resulting from: 

Change in substantively enacted tax rate 
Operating in countries with different income tax rates 
Valuation allowances 
Manufacturing and processing deduction 
Large corporations tax, alternative minimum tax and state taxes 
Unrealized foreign exchange rate difference 
Unrealized foreign exchange rate differences on US entity debt 
Other 
Income tax expense / (recovery) 

15,904 

(3 6.090) 
(1 0,186) 

(3,42 9) 

996 
6,090 

53 
63 5 

2,296 
(5,614) 

$ 41,516 

(32,817) 
8,699 

3,097 

1,218 
1,121 
4,535 

14 
222 

(2,302) 
(1 2,663) 

1,258 350 
2,285 $ (4,408) - $ 



The tax effect of temporary differences at the Fund’s subsidiaries that give rise to significant portions of the future tax assets 
and future tax liabilities at December 31, 2004 and 2003 are presented below: 

2004 2003 
(Restated 
Note 21) 

_ _  _ _  . I Future tax assets: 
Non-capital loss, debt restructuring charges and currently 

non-deductible interest carryforwards 
Unrealized foreign exchange differences on US entity debt 
Customer advances in aid of construction - 

difference between net book value and tax value 
Total future tax assets 

Less: Valuation allowance 

Future tax liabilities: 
Capital assets -differences between net book value 

and undepreciated capital cost 

$ 12,911 
15,109 10,800 

$ 14,626 

3,794 
33,529 23,711 

(24,003) (17,911) 
9,527- 5,800 

(43,495) (23,861) 
Intangible assets - difference between net book value 

Customer advances in aid of construction - 
and cumulative eligible capital (1 5,678) (23,427) 

difference between net book value and tax value (5,72 1) 
Other 

Net future tax liability 
Total future tax liabilities 

Classified in the financial statements as: 
Future current income tax asset 
Future non-current income tax asset 

(1 ,I  24) (755) 
(60,297) (53,764) 

$ (50,770) $ (47,964) 

$ 18 $ 105 
6,425 6,809 

Future current income tax liability (1,449) (866) 
Future non-current income tax liability (55,764) (53,012) 

$ (50,7701 $ (46,964) 

2003 includes a reduction in future non-current income tax liability of $1 1,671 due to Litchfield Park future income tax 
liability set up on acquisition in error. 

At December 31, 2004, the Fund itself has financing expenses and underwriters’ fees of $9,148 (2003 - $9,266) which will 
be deductible by the Fund and which will reduce the ultimate amount taxable to the unitholders over the next four years. 
This will be offset by additions to the unitholders’ taxable income since the Fund’s capital assets have an accounting basis 
that exceeds their tax basis by $6,643 (2003 - $5,095). In addition, two trusts wholly-owned by the Fund have capital 
assets with an accounting basis which exceeds their tax basis by $3,850 (2003 - $5,852). 



13. Algonquin Power Group 

(a) Management Agreement 
APMl provides management services including advice and consultation concerning business planning, support, guidance 
and policy making and general management services. In 2004 and 2003, APMl was paid on a cost recovery basis for all 
costs incurred and charged $777 (2003-$710). APMl is also entitled to an incentive fee of 35% on all distributable cash 
generated in excess of $0.92 per trust unit. During 2004 and 2003 no incentive fees were earned by APMI. 

(b) Operations 
The Fund’s power generating facilities have direct operations contracts with APS. The direct operations contracts provide for 
the day-to-day services required to operate and maintain the facilities in addition to planning of capital repairs, compliance 
monitoring for environmental permits and administration of power purchase agreements. In 2004 and 2003, APS was paid 
$12,823 (2003 - $1 1,386) on a cost recovery basis for all costs incurred. 

(c) Water reclamation and distribution 
The water reclamation and distribution facilities have direct operations contracts with AWS. The direct operations contracts 
provide for the day-to-day services required to operate and maintain the facilities. In 2004 and 2003, AWS was paid 
$4,883 (2003 - $5,176) on a cost recovery basis for all costs incurred. 

(d) Other 
During 2004, the Fund reimbursed APC $nil (2003 - $250) for legal fees paid by APC on behalf of the Fund to outside 
counsel. 

14. Commitments and contingencies 

(a) Land and Water Leases 
Certain of the operating entities have entered into agreements to lease either the land and/or the water rights for the 
hydroelectric generating facility or to pay in lieu of property tax an amount based on electricity production. The terms 
of these leases continue up to 2048. These payments typically have a fixed and variable component. The variable fee i s  
generally linked to actual power production or gross revenue. The Fund incurred $2,919 during 2004 (2003 - $2,865) in 
respect of these agreements for the consolidated facilities. 

(b) Commitments and contingencies 
The Fund has entered into a purchase and sale agreement to acquire eight water and wastewater systems from Silverleaf Resort, 
Inc. The systems, which in aggregate serve approximately 7,000 equivalent residential connections, are located in Texas, 
Missouri and Illinois. Closing of this transaction is anticipated to be mid-March, 2005. The total purchase price is estimated to 
be US $ 13,200, net of a refundable deposit of US $ 1,000, included in deferred charges at December 3 1, 2004. 

The Fund and its subsidiaries are involved in various claims and litigation arising out of the ordinary course and conduct 
of its business. Although such matters cannot be predicted with certainty, management does not consider the Fund‘s 
exposure to such litigation to be material to these financial statements. 

15. Fair value of financial instruments and derivatives 

The carrying amount of the Fund’s cash and cash equivalents, accounts receivable, funds held in reserve, accounts payable 
and accrued liabilities, due to Algonquin Power Group and cash distribution payable, approximate fair market value. 

The carrying amount of the Fund’s long-term investments is dependent on the underlying operations and accordingly a fair 



value is not readily available. The Fund has long-term liabilities at fixed interest rates. The fair value of these long-term 
liabilities at current rates would be $1 21,931 (2003- $182,410). The fair value of other long-term liabilities approximates 
their carrying value, with the exception of the Joliet subsidy which is not readily available. 

Deferred credits include payments made by developers to the Infrastructure Division of which a portion based on revenue 
for the development in question needs to be paid back over time. These amounts do not bear interest and the amount to 
be repaid is uncertain and fair value not determinable. 

The Fund’s cogeneration facility in Mahwah, New Jersey is currently paying market rates for its natural gas purchases since 
its contract expired in April, 2004. The facility had entered into price swap contracts to fix the price paid for a portion of 
the natural gas purchases for the facility. The contracts fixed the price of natural gas at U.S.$6.40 per mmbtu for 22,000 
mrnbtus per month from June, 2003 to April, 2004. Each month there was a settlement on the difference between the 
fixed price and the spot price based on theTexas Eastern M-3 price. There i s  no fair value of the contract at December 3 1, 
2004 (2003 U.S. $2). 

The Fund has entered into foreign exchange contracts to manage its exposure to the U.S. dollar as significant cash flows 
are generated in the U.S. The Fund sells specific amounts of currencies at predetermined dates and exchange rates that are 
matched with the anticipated operational cash flows. Contracts in place at December 31, 2004 include forward contracts 
of U.S.$98,812 until 2009 at a weighted average exchange rate of $1.4014. The fair value of the outstanding futures 
contracts i s  $1 6,600 at December 31, 2004 (2003 - $1 0,782). 

16. Cash distributions 

Distributable income, as defined in the Declaration ofTrust, is distributed monthly. Distributions are declared to unitholders- 
of-record on the last day of the month and are distributed 45 days after declaration. The monthly distribution for 2004 was 
$0.0766 per trust unit for each month for a total of $0.92 for 2004, the same as 2003. 

17. Basic and diluted net earnings per trust unit 

Net earnings per trust unit has been calculated using the weighted average number of units outstanding during the year. 
The weighted average number of units outstanding for 2004 was 68,821,431 (2003 - 67,887,612). The net earnings per 
trust unit for 2004 was $0.33 (2003 - $0.66). The effect of conversion of the convertible debentures into trust units was not 
included in the computation of fully-diluted net earnings per trust unit as the effect of conversion would be anti-dilutive. 

18. Segmented information 

Revenue 
Canada 
United States 

Capital assets 
Canada 
United States 

Intangible assets 
Canada 
United States 

2004 2003 

$ 51,725 $ 45,629 
108,798 101,891 

$ 160,523 $ 147,520 

$ 319,445 $ 328,283 
291,311 282,097 

$ 610,756 $ 610,380 

$ 27,267 $ 29,130 
56,415 53,204 

$ 83.677 $ 82,334 

Revenues are attributable to the two countries based on the location of the underlying generating and infrastructure facilities. 



Operational segments 

The Fund identifies four business categories it operates in. The operations and assets for these segments are outlined below. 
12 months ended December 31,2004 

Revenue 
Energy sales 
Waste disposal fees 
Water' reclamation and distribution 
Total Revenue 
Operating expenses 
Operating profit 
Other administration costs 
Interest expense 
Interest, dividend and other income 
Income from note receivable prepayment 
Amortization of capital assets 

Amortization of intangible assets 
Earnings before income taxes and minority interest 
Capital assets 
Intangible assets 
Capital expenditures (excl. acquisitions) 
Intangible expenditures 
Total assets 

12 months ended December 31, 2003 

Revenue 
Energy sales 
Waste disposal fees 
Water reclamation and distribution 
Total Revenue 
Operating expenses 
Operating profit 
Other administration costs 
Interest expense 
Interest, dividend and other income 
Amortization of capital assets 
Amortization of intangible assets 
Earnings before income taxes and minority interest 
Capital assets 
Intangible assets 
Capital expenditures 
Intangible expenditures 
Total assets 

Alternative 
Hydro Cogeneration Fuels Infrastructure Admin Total 

- . _ _ _  - - __ - I _  _l_l _ I  I 

43,268 71,846 7,867 - 122,981 
14,086 - 14,086 

23,456 - 23,456 
43,268 71,846 21,953 23,456 - 160,523 
17,442 -. 50,597 15,124 . 10,849 _ _  - 94,012 
25,826 2 1,249 6,82 9 12,607 - 66,511 

(1 37) - (1 52) 184) (3,882) (4,255) 
(5,177) (772) (355) (1,135) (5,001) (12,440) 

557 4,024 1,352 9 73 9 6,681 
3,634 3,634 

(9,598) (6,741) (5,933) (5,490) - (27,762) 
(1) (2,849) (3,112) (503) - (6,465) 

11,470 14,911 f 1,371) 5,404 (4,510) 25,904 
285,860 90,868 94,562 139,466 - 610,756 

21 33,775 28,775 21,106 - 83,677 
513 17,336 1,514 476 14,833 

307,105 158,023 150,234 175,437 33,100 823,899 

Alternative 
Hydro Cogeneration Fuels Infrastructure Admin Total 

44,413 61,890 6,423 - 112,726 
14,650 - 14,650 

20,237 - 20,237 
44,4 13 61,890 21,073 20,237 - 147,613 
15,862 42,758 12,895 9,165 - 80,680 
28,551 19,132 8,178 11,072 - 66,933 

(277) (1 28) (81) 10,466 9,980 
(5,224) 

494 

(9,889) 
(346) 

13,309 
289,317 

23 
8 

 OH, 700 

(666) 
4,641 

(5,647) 
(2,489) 
14,971 
96,616 
36,623 
37,762 
12,395 

191,947 

(290) 
1,150 

(4,398) 
(2,024) 
2,488 

90,753 
30,141 

295 

- _ _  

13 1,899 

(2,283) 
45 

(5,490) 
(91 J 

3,172 
133;694 

15,547 
85,149 
14,919 

158,033 

(3,168) (11,631) 
278 6,608 

- (25,424) 
- (4,950) 

7,576 41,516 
- 610,380 
- 82,334 
- 123,214 
- 27,314 

18,051 808,624 

All energy sales are earned from contracts with large public utilities. The following utilities contributed more than 10% of these 
total revenues in either 2004 or 2003: Ontario Electricity Financial Corporation 10% (2003 - 10%); Hydro QuCbec 15% (2003- 

14%); Rcific Gas and Electric 15% (2003-1 8%); and Connecticut Light and Power 24Y0 (2003-31 YO). The Fund has mitigated its 

credit risk to the extent possible by selling energy to these large utilities in various North American locations 



19. Joint venture investments 
Fund's Proportionate Share 

Ownership income Before Net Assets Cash flow Generated 
Interest income Tax December 31 from Operations 

Year ended ended December 31 
December 31 

Valley Power 
Limited Partners hip 

Campbellford 
Limited Partnership 

2004 2003 2004 2003 2004 2003 

50% $ 281 $ 173 $ 9,016 $ 8,912 $ 875 $ 741 

277 188 3,729 3,921 511 422 
$ 558 $ 361 $12,745 "$12,833 $ 1,386 $ 1,163 

- . .. . ....... ....,. ... ......,... - ...... .... . . ....... .. ... .. .......... , ........... ........ ,. . . .. ......... ...... ... ... .. ,. ..... .... ... . ..... ...... .. ..... .......... 
50% 

20. Guarantees 

In the normal course of operations, the Fund executes agreements that provide letters of credit to third parties to secure 
certain amounts of indebtedness or performance. At December 31, 2004, letters of credit outstanding amounted to 
$2 6,705. 

21. Restatement 

Capital assets and the future income tax liability have been reduced $1 1,617 in 2003 to correct an error related to the 
determination of the tax basis of aid-in-construction payments on acquisition of certain infrastructure facilities. This 
restatement has no impact to net income or cash available for distribution to unitholders. 
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THE FUND OWNS AND OPERATES 300 MW GENERATING 
CAPACITY. ITS WATER RECLAMATION AND DISTRIBUTION 
ASSETS PROVIDE SERVICE TO 40,000 CONNECTIONS. 
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_ _  
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January 27, 2006 WATER UTI LlTY INDUSTRY 1416 
As usual, the Water Utility Industry ranks near 

the bottom of the Value Line Investment Survey for 
Timeliness. Earnings for the companies in this 
industry continued to lag those of most industrial 
companies in 2005, reflecting the effects of rainy 
weather and rising infrastructure costs. Although 
recent changes in the makeup of regulatory bodies 
and improved weather conditions paint a more 
favorable backdrop, we still have some concerns 
about the industry's earnings potential going for- 
ward. At the heart of our concerns are the rapidly 
increasing infrastructure costs. With that in mind, 
not one of the water utility stocks that are covered 
in the next few pages offers decent capital-gains 
appeal. 

Nevertheless, a few of the stocks here may be of 
interest to those looking for current income. 

Regulating The Industry 

Regulatory authorities were appointed to keep a bal- 
ance of power between consumers and providers. How- 
ever, water utility providers have been coming out on the 
short end of the stick in recent years. Indeed, rate relief 
case decisions have been put on the back burner (and 
long-awaited outcomes have generally been unfavor- 
able.) However, there appears to be a better story un- 
folding for water utilities, particularly those with opera- 
tions in the state of California. With urging from 
Governor Schwarzenegger, the California Public Utili- 
ties Commission (CPUC), which is responsible for ruling 
on general rate case requests in the Golden State, things 
appear to have reversed course. Members of the board 
thought to be antagonists of rate relief have been re- 
placed with more-business-friendly members. And, the 
changes appear to already be paying off. Case decisions 
have been coming in with more favorable decisions in 
recent months, auguring well for the future business of 
American States Water Co. and California Water Service 
Group. 

Expenses 

Despite these changes, already stringent regulatory 
laws on pipeline and well infrastructure are likely to 
increase as we head forward. Much of the current 
infrastructure is more than 100 years old and is in 
desperate need of maintenance and, in some cases, 
massive renovations and rebuilding. Making matters 

Composite Statistics: Water Utility Industry 

39.0% 

47.2% 45.9% 48.6% 50.0% 48.0% 49.0% Common Equity Ratio 52.0% 
1840.7 1973.6 2296.4 2543.6 3000 3500 Total Capital ($mill) 4475 
2532.2 2751.1 3186.1 3532.5 4000 4725 Net Plant ($mill) 5850 . .  

6.8% 7.0% 5.9% 6.7% 7.0% 7.5% Return on Total Cap'l 7.0% 
10.6% 1 11.2% I 8.8% I 10.7% I 11.0% I 70.0% I Return on Shr. Equity I 11.0% 
10.7% I 11.2% 1 8.8% I 10.7% I 77.0% I fO.O% I Return on Corn Equity I 11.0% 
3.3% 1 3.8% 1 2.5% I 4.6% I 5.0% I 5.0% I Retained to Corn Ea I 3.0% 
69% 66% 72% 57% 60% 55% All Div'ds toNet Prof 45% 
22.6 21.5 26.0 Avg Ann'l PIE Ratio 18.0 
1.16 1.17 1.48 vad Line Relative PIE Ratio 1.20 i:. BD,dfi U ~ e s a r e  
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INDUSTRY TIMELINESS: 81 (of 98) 

worse, is the heightened threat of bioterrorism on U S .  
water pipelines and reservoirs. These costs are likely to 
continue to rise, as companies strive to comply with EPA 
water purification standards. In all, infrastructure re- 
pair costs are expected to climb to the hundreds of 
millions of dollars over the next two decades, putting 
many smaller water companies at a distinct disadvan- 
tage. In fact, many companies without the capital to pay 
for these initiatives are being forced to sell, resulting in 
massive consolidation within the industry. As a result, 
the rich have been getting richer. Larger, more flexible 
companies with the money to meet the higher costs have 
been using the weakness to add to their customer base. 
Aqua America, the largest water utility in our Survey, is 
the prime example. I t  has made nearly 100 acquisitions 
over the past five years, doubling its revenue base 
during that time. And, with no end to its aggressive 
buying in sight, we think that Aqua will continue to 
deliver the highest return on equity of any of the 
companies in this industry. 

Investment Advice 

The stocks in this industry do not stand out for their 
capital-gains potential. Not a single one of the issues 
here is ranked above 3 (Average) for Timeliness and 
none hold better than modest 3- to 5- year appreciation 
potential. Despite the necessity for water, the capital- 
intensive nature of the industry strips away growth 
appeal. As a result, we think that growth-oriented inves- 
tors will want to take a pass and look elsewhere. 

However, we believe that income-minded investors 
may have a somewhat different point of view. Water 
utility stocks have long generated a steady stream of 
income, a trend that we do not envision changing any- 
time soon. In fact, American States Water and California 
Water both offer above-average dividend yields and, 
according to our projections, should continue to do so 
over the long haul. Even still, there may be better 
income vehicles available to investors at this time. 
California Water offers some additional appeal, though, 
given its Above Average (2) Safety rank. As is always the 
case, though, we recommend that potential investors 
take a careful look at the individual reports on the 
following pages before making any future financial com- 
mitments. 

Andre J. Costanza 

Water Utility 
RELATIVE S T R E N G T H  ( R a t i o  of Industry to Value Line Comp.) 
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RECENT AMER, STATES WATER NYSE-A~R IpRiCE 

TECHNICAL 3 towered 11118105 
B H A  .15 (1.W-MarkeO 

Price Gain Return 
High 35 (+IO% 5% 

Insider Decis ions I 

Low 20 (a%] -7% ,,,vw-- 

H A H J J A S O N I  I " 

OpnMS 0 0 0 0 0 0 0 0 0 
*Buy 0 0 0 0 0 0 0 0 0  

DSeR 0 0 0 0 0 1 0 0 0  
Institutional Dec is ions  

..*....".. 

192W5 192005 392005 percent 6 .  
toBuy 43 42 54 I shams 4 . 
Losen 36 41 33 i&&j 2 . 
Hld'r(000) 6278 6199 6302 
1989 I 1990 I 1991 1 1992 I 1993 I1994 ;;I 'rli gi 1; 

2.46 2.53 2.77 2.31 1.90 2.43 
7.31 7.54 8.39 8.85 9.95 10.07 
9.39 9.43 9.91 9.96 11.71 11.77 
9.7 10.2 8.8 10.6 13.4 12.8 
.73 .76 .56 .64 .79 .84 

7.7% 7.5% 7.0% 6.3% 5.3% 6.6% 
CAPITAL STRUCTURE as of 9130105 
Total Debt $284.4 mill. Due in 5 Yrs $65.0 mill. 
LT Debt $228.7 mill. LT Interest $19.5 mill. 
(Total interest coverage: 3.1~) 

Leases, Uncapitalized: None 
Pension Assets-l2/04 $51.3 mill. 
Oblig. $70.3 mill. 
FTd Stock None. 

Common Stock 16,789,533 shs. 
as of 11/9/05 

Pfd Div'd None. 

MARKET CAP $525 million (Small Cap) 
CURRENT POSITION 2003 2004 9/30/05 

Cash Assets 12.8 4.3 5.7 
Receivables 11.8 14.3 15.2 
Inventory (Avg Cst) 1.4 1.5 1.4 

32.4 32.9 34.2 Other 
Current Assets 58.4 53.0 56.5 

($MILL) 

--- 
Acds Payable 18.8 18.2 18.5 
Debt Due 56.8 45.9 55.7 

20.3 22.2 29.7 Other 
Current Liab. 95.90 86.3 103.9 

--- 

I .  
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47.7% 48.0% 50.0% Long-Term Debt Ratio 52.0% 
52.3% 52.0% 50.0% Common E ui Ratio 48.0% 
480.4 600 Total Ca~ital (Smilll 

2; 1 26.0 i,ktProiit(:: 1 
Nil AFUDC %to Net Profit 

664.2 715 785 Net Plan~($m'ill) ' 925 
4.9% 5.5% 6.0% Return on Total Cap'l 7.5% 
6.5% 7.5% 8.5% Rum on Shr. Eauitv 12.0% 
6.5% I 7.5% I 8.5% IReturn on Com'Eqhy 1 12.0% 
NMF 1 1.5% I 3.5% IRetained to Com Es I 6.5% 
91% 1 Tl% I 62% lAll Div'ds to Net Prof I 46% 

I 

ates Water Co. ooerates as a holdina Lake and in areas of San Bernardino Countv. Acauired Chaparral 

continued to be a problem for Amer- 
ican States Water. It reported third- 
quarter share earnings of $0.47 (excluding 
a $0.25 one-time gain in association with 
the recent Aerojet settlement), a nickel 
below the year-ago figure. Billed water 
consumption decreased approximately 3% 
owing to persistingly wet conditions in the 
Golden State. Earnings were also nega- 
tively impacted by a higher tax rate dur- 
ing fhe quarter. 
Still. American urobablv rebounded 
in the fourth qiarter. Eourth-quarter 
weather conditions looked to be more fa- 
vorable, which should generate an im- 
proved top-line comparison. As a result, 
we think that American probably posted a 
solid earnings gain. 
2006 should be a banner year. The Cal- 
ifornia Public Utilities Commission 
(CPUC), which oversees all local utilities, 
has undergone a major restructuring of 
late, providing a far more favorable regu- 
latory backdrop than that of recent 
memory. Indeed, recent decisions signal 
that  the regulatory climate is improving, 
and that rulings are becoming more busi- 

- . ,  ~ ~ ~~ 

company. Through its principal subsidiary,'Golden State Water City Water of Arizona (10100); 11,400 customen. Has mughiy 525 
Company, it supplies water to 75 communities in 10 counties. Sew- employees. Off. 8 dir. own 2.4% of common stock (4105 Proxy). 
ice areas include the greater metropolitan areas of Los Angeies and Chairman: Lloyd Ross. President 8 CEO: Floyd Wicks. In- 
Orange Counties. The company also provides electric utility sew- corporated: CA. Add.: 630 East Foothill Boulevard, San Dimas, CA 
ices to approximately 22,000 customers in the city of Big Bear 91773. Tel.: 909-394-3600. Web www.aswater.com. 

Unfavorable weather conditions have ness friendly. For instance, the CPUC has 

" - 
~~ 

approved rate increases for Region I1 and 
Region I customer service areas of its 
GSWC unit effective January 1. 2006. The 
rate hikes add more than $5.6 million in 
annual revenues. More importantly, the 
favorable decision augurs well for future 
case decisions. 
Nevertheless, these untimely shares 
hold limited capital gains appeal. 
Despite the improving regulatory 
landscape, capital constraints limit 3- to 5- 
year growth potential. American, which is 
already low on cash, will be forced to make 
additional equity and debt offerings in or- 
der to  keep up with escalating infrastruc- 
ture costs. We are concerned that these 
moves will not only dilute earnings, but 
may even prevent AWR from taking ad- 
vantage of the fragmented industry and 
enhancing its business model. 
The stock does offer an above-average 
dividend yield and some investors may 
find solace in the fact that AWR has in- 
creased its annual dividend for 5 1 consecu- 
tive years. However, still higher yields are 
now available from bonds or CDs. 
Andre J. Costanza January 27, 200t 

~~~~ ~~~ 

ividends historically paid in early March, (C) In millions, adjusted for splits. 
September, December. m Div'd reinvest- 
plan available. 
material is obtained from sources believed to be reliable and is provided without warranles a( any kind. 
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22,8 1.21 
7 6  2 1 9  2 9 6  3 3 8  3 2 0  

LUn I-.I , 4 8  1 6 3  1 8 6  2 0 8  2 2 6  

CALIFORNIA WATER 
,AFETY 2 Lowered8111195 I LEGcipsn ,deldz ~ ch ' I - I.JJ 1 "I" 

ECHNICAL 3 Lowed 919105 
ETA .75 (l.@l=Mark@ 

...... . .-.-. 

H A Y  J J A S O N  
0 0 0 0 0 1 0 0 0  

nstitutional Decis ions 

Interesf Rate 
#;ice Strength 

k i  

9.66 10.04 10.35 I 10.51 I 10.90 11.56 
11.38 11.38 11.381 11.381 11.38 12.49 
10.6 10.4 11.2 I 14.1 I 13.6 14.1 
.80 .77 .72 .86 .BO .92 

6.6% 6.7% 6.6% 6.1% 5.2% 5.8% 
:APITAL STRUCTURE as of 9130105 
'otal Debt $275.5 mill. Due in 5 Yrs $1 1.0 mill. 
.T Debt $274.4 mill. 

LT interest earned: 3.8~; total int. cov.: 3.4~) 

'ension Assets-12104 $75.1 mill. 

LT Interest $18.0 mill. 

lblig. $87.6 mill. 
Vd Stock $3.5 mill. Pfd Div'd f.15 mill. 
139,000 shares, 4.4% cumulative ($25 par). 

:ommon Stock 18.389.996 shs. 
IS of 11/1/05 
fiARKET CAP: $750 million (Small Cap) 
ZURRENT POSITION 2003 2004 9130105 

2.9 18.8 23.8 
($MILL) 

:ash Assets 
40.6 51.6 51.6 l ther 

:went Assets 43.5 70.4 75.4 
4ccts Payable 23.8 19.8 29.5 
lebt  Due 7.3 - -  1.1 

32.5 36.4 50.5 3ther 
I i r rent  Liab 63.6 57.2 82.1 

~ - -  

--- 
.~~ ~ ~ . _. .. 

-ix. Chg. Cov. 218% 309% 325% 
4NNUAL RATES Past Past Est'd '02.'04 
if change (per sh) 10 YK. 5 Yrs. to '08-'10 
!evenues 3.0% 2.0% 4.0% 
Cash Flow" 2.0% -1.5% 7.5% 

z a rn I n g s -0.5% -6.5% 8.5% 
lividends 2.0% 1.0% 1.5% 
300k Value 2.5% 1.0% 5.0% 

tal. QUARTERLY REVENUES ($mill.) FUII 
endar Mar.31 Jun.30 Sep.30 Dec.31 Year 
2002 I 51.7 69.2 81.4 60.9 263.2 

iIy I 5 1 , ; M ~ ~ ~ p E R ~ ~ K A 9 . 6  12:; 

2004 60.2 88.9 97.1 69.4 315.6 
2005 60.3 81.5 101.1 77.1 320 
2006 65.0 95.0 110 85.0 355 

e 3 a r  IYar.31 Jun.30 Sep.30 Dec.31 I Ye& 
2002 1 .I2 .43 .50 .20 I 1.25 

.30 .53 .41 1.21 I '::; .59 5 9  .20 I 1.4E 
2005 .03 .41 .71 .30 1.4! 
2006 .12 .62 .67 .29 1.71 
cai. I QUARTERLY DIVIDENDS PAID 6. FUII 

2006 

m 1995 
13.17 
2.07 
1.17 
1.02 
2.17 

11.72 m 
13.7 
.92 

6.4% 
165.1 
14.7 

40.1% 

49.2% 

296.0 
422.2 
6.8% 
9.8% 
9.9% 
1.2% 
88% 

BUSll 

- 

- 

- 
- 

_ _  
_. 

49.7% 

- 

- 

- 

14.48 15.48 14.76 
2.50 2.92 2.60 
1.51 I 1.83 1 1.45 

15.96 
2.75 
1.53 

.75 1 .73 1 .93 I 1.01 
5.8% 4.6% 4.2% 4.0% 
182.8 195.3 186.3 206.4 
19.1 I 23.3 1 18.4 I 19.9 

38.9% 37.4% 36.4% 37.9% 
. _ I  _ _ I  _ _ I  _ _  

69% I 58% 1 74% I 70% 

I I 

31.4 26.6 26.9 31.4 37.9 42.1 
21.5 22.9 20.5 23.7 26.1 31.2 

2.52 2.20 2.65 2.51 2.84 3.00 
1.31 I .94 I 1.25 I 1.21 I 1.46 I 1.45 
1.10 I 1.12 I 1.12 I 1.12 I 1.13 I 1.14 
2.45 I 4.09 I 5.82 I 4.39 1 3.73 I 4.fO 

12.90 12.95 13.12 14.44 15.65 f6.70 
15.15 15.18 15.18 16.93 18.37 f8.50 
19.6 27.1 19.8 22.1 20.1 24.5 

1.08 1 1.27 1 1.39 1 1.26 1 1.06 1 
f z  

4.3% 4.4% 4.5% 4.2% 5.0% 3.1% 
244.8 246.8 263.2 277.1 315.6 
20.0 I 14.4 I 19.1 1 19.4 I 26.0 I 27.0 

42.3% I 39.4% I 39.7% I 39.9% 1 39.6% I 40.0% 

582.0 I 624.3 I 697.0 I 759.5 I 800.3 I 870 
6.8% I 5.3% I 5.9% I 5.6% I 6.1% I 6.0% 

I I I I I 

SS: California Water SeMce Grow DWVldes reaulated and (11100). Revenue breakc . .  _ _  
nonregulated water seNice to over 2 million people (451,800 cus- 
tomers] in 75 communities in Callfornla, Washington, and New 
Mexico Main service areas San Francisco Bay area, Sacramento 
Valley, Salinas Valley, San Joaquin Valley & parts of Los Angeles 
Acquired Natlonal Utility Company (5104), RIO Grande Corp 

California Water Service group is al- 
ready reaping the benefits of changes 
at the California Public Utilities Com- 
mission (CPUC) . . . The company has 
had to deal with sluggish and unfavorable 
rate case rulings in recent years. However, 
the CPUC, which is in charge 04 supervis- ._ . . ... . 

' 17.5 X TOd RETURN 12/05 

3yr. 81.0 85.4 
5yr. 73.5 70.4 

21.75 

1.70 Earnings per sh A 
f . / j ~ ~ D e ~ l ' d p e r s h ~ . ~  1 
4.00 Cap'l Spending per oh 

17.25 Book Value per sh 19.55 
19.00 Common Shs Outst'g 23.00 

Avg Ann'l PIE Ratio 
Reiative PIE Ratio 

50.0 
40.0% 

I Reiative PIE Ratio I f.05 

50.0 
40.0% 

Nil 1 AFUOC %to Net Profit I Nil 
I 49.5% 49.0% ILong-Term Debt Ratio 

50.5% IComrnon Equity Ratio I 50.0% 
650 ITotal Capital ($mill) I 900 
950 Net Plant ($mill) 

6.5% Return on Total Cap'l 7.5% -I+- 10.0% Return on Shr. Equity ff.O% 
10.0% IReturnon ComEquG \ ff.O% 
3.5% IRetained to Com Eq I 5.0% 
65% lAll Div'ds to Net Prof I 57% 

_____ 

m. '04: residential, 70%; business, 18%; 
public'authorities, 5%; industrial, 4%; other, 3%. '04 reported 
deprec. rate: 2.3%. Has about 837 employees. Chairman: Robert 
W. Foy. President & CEO: Peter C. Nelson. Inc.: Delaware. Ad- 
dress: 1720 North First Street, San Jose, California 951124598. 
Telephone: 408-367-8200. Internet www.calwater.com. 

grant the full amount, we anticipate a fa- 
vorable ruling nonetheless. In all, we look 
for CWT to grow earnings by 15% to 20% 
in 2006. 
However, capital constraints are 
cause for concern. The costs of 
maintaining well and pipeline infrastruc- 

~ ~ ~ L _  --.?A _ _ _ _  _ _ >  ___:*I_ ___ ing all local utllltles, nas unaergone a cure are on a rorriu pace ariu. WILII LUII- 

number of changes in personnel and, be- cerns of bioterrorism on the rise, do not 
hind the urging of Governor Schwarzeneg- appear as though they will be subsiding 
ger, appears to have instituted a more anytime soon. As  a result, CWT will need 
business-friendly demeanor. In fact, CWT, to tap equity and debt markets to foot the 
despite poor weather conditions, posted bill. Although necessary, this additional 
third-quarter earnings of $0.71 a share, financing would dilute earnings, resulting 
well above both last year's figure as well in moderating share-net growth out to late 
as our estimate. decade. Accordingly, given our current 
. . . and should continue to do so projections, these shares are already near 

going forward. The imurovine reeulatorv the top of our 3- to 5-year Target Price 
0 ---D ~~ 

environment, coupled with be& keathgr 
conditions paints an auspicious backdrop 
for CWT. I t  enjoyed rate case success in 
2005 and should continue to do so in 2006 
and thereafter. The company filed a gener- 
al rate case increase for eight districts, 
representing roughly a quarter of its cus- 
tomer base, in August, requesting about 
$11 million in 2006 and $6 million in 2007. 
Althoueh the CPUC probably will not 

Range' and offer minimal capital-appreci- 
ation potential. 
CWT is a relatively safe choice for 
those looking to add an income com- 
ponent to their portfolios. The company 
should continue to provide investor with a 
steady stream of income and maintain its 
above-average yield goin forward. CWT is 
ranked 2 (Above Average? for Safety. 
Andre J. Costanza January 27. 2001 

v 

ividends historically paid in mid-Feb., B++ 
85 Aug.. and Nov. Div'd reinvestment plan I ($2.96kh:, 

hln ID) In millions. adiusted for sdit. Price Growth Persistence 90 

C) Incl. deferred charges. In '04 $54.3 mill., Company's Financial Strength 
Stock's Price Stability 

I @i May not total hue to change in shares. 
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SOUTHWEST WATER NDQ~WC 
TIMELINESS 3 NewltlIZBmS 1 ::!I ::: 1 
SAFETY 3 NewlOlZBm5 'LEGF;;;D.ends sh 
TECHNICAL 2 Lowered 1/27/06 divided lnteteg Rate 

, , , . Rdahex,, strensul 
BETA .70 (l.M)=Market) l lor-4 split 10198 

2008-10 PROJECTIONS ;;? 
Ann'l Total 4-for-3 spfit 1/04 

Price Gain Return O F  No . . 
High 25 (+65% 75% 
Low 16 1+5%1 3% 

hadedareamdfcatesreCerJlbn 

- . 

I L  I .  

Insider Decisions 

. - - - 

M A M J  J A S O N  

Institutional Decisions 

42.9% 
142.8 
203.9 

i 3.51 3.96 4.23 4.41 
.46 .48 29 .46 .40 .40 
.25 .23 .02 20 .OB .09 
.18 .19 .19 .19 .14 .08 
.42 .53 .41 .A4 .63 .75 

2.59 2.70 2.53 2.54 2.42 2.42 
10.82 10.93 11.05 11.24 11.40 11.55 
12.8 14.2 NMF 14.5 35.8 22.3 
.97 1.05 NMF .88 2.11 1.46 

51.8% 52.0% 50.0% 50.0% Common Equity Ratio 54.0% 
152.8 242.0 265 280 Total Capital (Smill) 360 
219.5 302.6 350 405 Net Plant ($mill) 630 

5.8% 1 5.7% 1 5.5% I 6.6% [ 4.7% I 4.2% 
CAPITAL STRUCTURE as of 9130105 

Gal. 
endar 
2002 

Total Debt $126.2 mill. Due in 5 Y n  $45.0 mill. 
LT Debt $124.9 mill. LT Interest $7.0 mill. 
(Total interest coverage: 3.7~) 

Leases, Uncapitalized: Annual rentals $6.2 mill. 
Pension Liability None 

Pfd Stock $500,000 

Common Stock 20,502,370 shs. 
as of 11/7/05 
MARKET CAP: $300 million (Small Cap) 
CURRENT POSITION 2003 2004 9/30105 

Cash Assets 5.4 1.9 6.8 
Receivables 19.8 23.9 28.1 

10.2 17.6 12.7 Other 
Current Assets 35.4 45.3 47.6 

(48% of Cap'l) 

Pfd Div'd $24,000 

($MILL.) 

Inventory (Avg Cst) - - 1.9 - -  
--- 

QUARTERLY REVENUES (S mill.) FUII 
Year 

28.2 32.7 34.6 35.3 130. 
Mar.31 Jun. 30 Sep. 30 Dec. 31 

~~ ~~ ~ 

Accts Payable 11.4 12.3 11.3 
Debt Due 2.7 3.4 1.3 

17.3 20.0 23.2 Other 
Current Liab. 31.4 35.7 35.8 

--- 

- .~ 
2003 
2004 
2005 
2006 

ANNUAL RATES Past Past Est'd '02-'04 
ofchange(ptrsh) 1OYrs. 5Yrs. to'O8'10 
Revenues 9.0% 11.0% 4.0% 
"Cash Flow" 7.5% 6.5% f1.5% 
Earnings 11.5% 7.0% 17.0% 
Dividends 2.0% 10.5% 9.0% 
Book Value 8.0% 13.0% 8.5% 

,042 ,042 ,042 ,046 .17 
,046 ,046 ,046 .05 .19 
.05 .05 .05 05 .20 
,055 

$1.62/share. 

2003 
2004 
2005 
2006 

Cal- 
endar 
2002 
2003 
2004 
2005 

- 

- 

Company's Financial Strength 8 
Stock's Price Stability 80 
Price Growth Persistence 90 
Earninas Predlctabilitv 60 

36.1 41.5 51.4 44.0 

46.9 51.3 54.7 42.1 
50.0 55.0 60.0 50.0 

EARNINGS PER SHARE A 
Mar.31 Jun. 30 Sep. 30 Dec. 31 

d.O1 .14 .22 .12 

d.O1 .15 .14 .07 

39.8 45.7 55.0 47.5 

- -  . I4 .12 d.02 

173.1 

195 
215 
Full 
Year 

.41 

.47 

.24 

.35 

188. 

- 
- 

2006 1 -.02 .17 .16 .10 1 .A: 
Gal- QUARTERLY DIVIDENDS PAID 8 FUII 

endar Mar.31 Jun.30 Sep.30 Dec.31 Year 
2002 038 ,038 ,038 ,038 

! I t  

4--=P-P 39.0% 41.8% 41.6% 39.5% 

91.4 I 80.3 I 102.1 1 109.2 
5.3% 5.5% 6.8% 7.1% 
4.9% 6.3% 8.0% 9.5% 

69% I 55% I 45% I 38% 

37,6(r,Uing:B.6) RELATIVE 2.00 F' 
Median: 18.0 PIE RATIO 

"ot"li-'" 12.50 13.33 13.50 

4:; 1 5:: 1 6.2 
39.0% 37.0% 36.0% 

14.4% 
45.2% 48.8% 51.4% 

7.6% I 7.6% I 7.6% 
10.3% 11.1% 11.4% 

I I 

Target Pr ice Range 1 I 2008 I2009 12010 

16 
12 
10 
8 
6 

t4 I I  
X TOT. RETURN 12/05 

12.80 g:i 1 ":::I ':;: 1 g: 1 'ti: l R z : ' F ? s h  1 1.65 

1.87 1.19 1.33 1.20 1.20 Cap'lSpendingpersh 1.40 

.47 24 .45 Earnings per sh A .95 
.16 .17 .19 20 2 2  Div'd Deci'd persha 29 

4.49 5.14 6.48 6.55 6.80 Bookvalue persh 8.80 
13.66 15.40 19.40 20.50 20.50 Common Shs Outst'g 21.50 
24.8 21.2 NMF 34.5 Avg Ann'l PIE Ratio 21.0 

Relative PIE Ratio 
1.5% 1.7% 1.5% 1.7% Avg Ann'l Div'd Yield 1.5% 

9.0 Netprofit Smill) 21.0 
34.9% 35.9% 36.1% 36.0% 36.0% Income Tax Rate 36.0% 

3.2% I - -  I 11.0% I 8.5% I 8.0% IAFUDC% to Net Profit 1 5.0% 
I 46.0% 56.7% I 47.9% I 47.9% I 50.0% 1 50.0% (Long-TennDebt Ratio 

4 1  i:,,,. ;:I&;; 5 1  1 6 1 0  1 3;;: 1 4 1  1 1 7: 

9.7% 9.0% 3.6% 5.0% 6.5%ReturnonShr.Equity 17.0% 
9.7% 9.1% 3.6% 5.0% 6.5% Returnon Corn Equity 11.0% 
6.3% 5.8% 8 %  2.0% 3.0% Retained to Corn Eq 8.0% 

BUSINESS: Southwest Water Company provides a broad range of 
services including water production, treatment and distribution; 
wastewater collection and treatment; utility billing and collection; 
utility infrastructure construction management; and public works 
services. It operates out of two groups, Utility (37% of 2004 reve- 
nues) and Services (63%1. Utifitv owns and manwes rate-reaulated 

public water utilities in California, New Mexico, Oklahoma, and 
Texas. Services does mostly maintenance work on a contract 
basis. Off. 8 dir. own 10.0% of com. shs.; T. Rowe Price, 7.1% 
(4/05 proxy). Chrmn 8 CEO: Anton C. Gamier. Inc.: DE. Addr.: One 
Wilshire Building, 624 S. Gramd Avemie. Ste. 2900, Los Angeles, 
CA 90017. Tel.: 213-929-1800. Internet: www.southwestwater.com. 

Southwest Water Company had a 
decent third quarter. Revenues during 
the September interim were little changed 
year-to-year, but share earnings showed a 
17% improvement. The solid showing was 
punctuated with announcements for a 10% 
cash dividend increase and a 5% stock div- 
idend payout (paid on January 20th). Also 
of note, the company has begun the search 
for a successor CEO, since current CEO 
and Chairman Anton Garnier announced 
he will be stepping down after 38 years of 
service with Southwest. 
Recent appointments to the Califor- 
nia Public Utilities Commission 
(CPUC) augurs well for Southwest. 
Governor Schwarzenegger has selected 
two candidates to fill vacant spots on the 
five-person CPUC committee. Both of the 
nominees are likely to  take a more 
business-friendly approach towards regu- 
latory matters than their predecessors, 
which should make for easier rate case 
wins in the coming years. Additionally. the 
CPUC will likely soon experience some 
restructuring changes, including combin- 
ing the water and energy divisions a t  the 
staff level to  increase efficiencv. This mav 

also work towards Southwest's benefit, but 
likely not until 2007 when the framework 
is finalized. 
The first major rate case with the new 
CPUC was recently filed. Southwest 
just filed for an $8.6 killion rate increase 
in California. A generally favorable out- 
come for the company in this case. as well 
as pending rate relief in Texas, should bol- 
ster earnings growth prospects in the com- 
ing years. 
The acquisition of an Alabama 
wastewater system looks promising. 
During September, Southwest purchased 
the Shelby County, Alabama wastewater 
system for $8.5 million. The system 
reaches 4,400 customers and isn't regu- 
lated by a state agency, which should help 
boost margins. Additionally, long-term in- 
come from the acquisition seems insured 
as SWWC was able to secure 11 years of 
automatic 8% rate increases in the region. 
Our projections show total-return 
potential for the years out to 
2008-2010 to be slightly below aver- 
age, based on the stocks current quota- 
tion. 
Praneeth Satish Januarv 27. 2006 

I ,. . 
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3.40 
49 

202 214 182 170 182 184 1.86 2.02 209 241 2.46 270 285 2.97 
.43 .45 39 A2 42 .47 .50 .56 .61 72 76 86 94 .96 

5.89 
127.18 

25.1 

6.30 6.85 Book Value per sh 9.20 

31.5 Avg Ann’l PIE Ratio 23.0 
128.00 130.00 Common Shs Outst’g C 136.00 

1.33 
2.3% 
4420 
80.0 

39.4% 
2.9% 

50.0% 
50.0% 
1497.3 

1.65 Rehive PIE Ratio 1.55 
Avg Ann’l Div’d Yield 24% 1.8% 

500 530 Revenues ($mill) 675 
95.0 105 Net Profit (h i l l )  160 

39.0% 39.0% Income Tax Rate 39.0% 
1.5% 1.5% AFUDC %to Net Profit 1.5% 

51.5% 51.5% Long-Term Debt Ratio 50.0% 
48.5% 48.5% Common Equity Ratio 50.0% 

1655 1840 Total Capital (h i l l )  2500 
2069.8 

6.7% 
10.7% 

2200 2340 Net Plant (Smill) 2820 
7.0% 7.0% Return on Total Cap’l 7.5% 

12.0% 12.0% Return on Shr. Equity 13.0% 
10.7% 
4.6% 
57% 

12.O.A 12.0% Return on Com Equity 13.0% 
5.5% 5.5% Retained to Com Eq 7.0% 
54% 54% All Div’ds to Net Prof 46% 

Gal- 
endar 

EARNINGS PER SHARE A O FUII 
Mar.31 Jun.30 Sep.30 Dec.31 Year 

L U U I  

2003 
2004 
2005 
2006 
tal- 

endar 
2002 
2003 
2004 
2005 
mfi 

. I U  . I L  . I Y  .IJ .w 

.I1 .14 . I8 .14 .57 

.I3 . I4 2 0  .17 .64 

.I5 . I7 .22 .18 .72 

.16 .19 2 5  .21 .81 
QUARTERLY DlVlDENDS PAlD FUII 

Mar.31 Jun.30 Sep.30 Dec.31 Year 
.08 .08 .08 ,084 3 2  
,084 ,084 ,084 .09 .34 
.09 .09 .09 ,098 3 7  
,098 ,098 ,098 .IO8 .40 

A) Primary shares outstanding through ‘96; 
liluted thereafter. Excl. nonrec. gains (losses): 

Id’ 01 2d: 07 5 6  03 4d: 05. 17d. Exd. aain 
30,,(38$); ‘91, (34$); ‘92. (386); ‘99, (I{$); ‘00, 

from disc. operations: ‘96, Z$. Next earnings count). Company’s Financial Strength B+ 
report due early February. (E) Dividends histor- (C) In millions, adjusted for stock splits. Stock’s Price Stability 85 
ically pa” in early March, June, Sept. 8 Dec. 1 (D) May not sum due to rounding. Price Growth Persistence 95 
Div’d. reinvestment olan available (5% de- Earninas Predictabilltv 100 

64 
48 
40 
32 
24 
20 
16 
12 

I I I i I 
6 

11111 % TOT. RETURN 12/05 
mis V L ~  

STOCK I N O U  
1 yr. 50.4 6.8 
3yr. 135.5 85.4 

:!t!lR:;i?~:sh 1 :i 
1.54 1.70 1.90 Cap’l Spending per sh 245 

3 1  Earnings per sh A 
.44 Div‘d Decl’d per sh B. .18 I .I9 I .19 I .20 I .21 I .21 I 22 I 23 I 24 I 26 I 27 I 2 8  I 30 I 32 1 .35 

.86 I .76 I .54 I .60 I .47 I .46 I .52 I .48 I .58 I .82 I .90 I 1.16 I 1.09 I 1.20 I 1.32 

>ension Assets-12/04 $115.3 mill. 

Vd Stock None 
Oblig. $171.1 mill. 

51.9% 54.1% 54.4% 52.7% 52.9% 52.0% 52.2% 54.2% 51.4% 
46.4% 44.0% 44.8% 46.6% 46.7% 47.8% 47.7% 45.8% 48.6% 
338.0 401.7 427.2 I 496.6 782.7 901.1 990.4 1076.2 1355.7 

Common Stock 128,672,732 shares 
IS of 10125105 
ladj. for 4-for-3 stock split paid 12/1/05) 
UARKET CAP: $3.6 billion (Mid Cap) 
CURRENT POSITION 2003 2004 

~ 

9130105 
($MILL) 

Cash Assets 
Receivables 
inventory (AvgCst) 
Mher 
Current Assets 
k c t s  Payable 
Debt Due 
Other . . . 

39.2 
62.3 

5.8 
5.1 

112.4 
32.3 

63.9 
135.8 
- 

13.1 
64.5 
6.9 
5.6 

90.1 
23.5 i8.5 

58.6 78.3 
135.3 141.4 
-- - . - . - - - - 

71% I 75% I 70% I 64% I 65% I 60% I 59% I 59% I 59% 

and wastewater utilities that serve approximately 2.5 million resi- commercial, 15%; industrial 8 other, 25%. officers and directors 
dents in Pennsylvania, Ohio, New Jersey, Illinois, Maine, North own 1.5% of the common stock (4105 Proxy). Chairman 8 Chief Ex- 
Carolina, Texas, Florida, Kentucky, and five other states. Divested ecutive Officer: Nicholas DeBenedictis. Incorporated: Pennsylvania. 
three of four non-water businesses in ‘91; telemarketing group in Address: 762 West Lancaster Avenue, Bryn Maw, Pennsylvania 
‘93: and others. Acauired AauaSource. 7/03: Consumers Water. 19010. Teleohone: 610-525-1400. Internet: www.aauaamerica.com. 

9.5 
69.6 

5.9 
93.4 

8.4 

current Lian. 232.0 211.4 238.2 I Aqua America continues to meet ex- 
pectations. There was little by way of 
surprises in the company’s third-quarter 
report. Earnings of $0.22 per share 
matched our estimate, and revenues were 
just a notch higher than what we were ex- 
pecting. I t  was a solid quarter that show- 
cased Aqua’s disciplined acquisition and 
cost-control strategies, as well as its 
proven record of rate recognition. The just- 
passed year likely ended with Aqua post- 
ing double-digit earnings growth. We ex- 
pect this momentum to spill into 2006, 
which should help support another year of 
double-digit profit expansion. (Note: All 
per-share data has been adjusted for a 4- 
for-3 stock split paid December I ,  2005.) 
Acquisitions play a central role in the 
company’s growth strategy. Aqua suc- 
cessfully managed to  integrate about 30 
small businesses in 2005, and expects to 
make 25-30 more this year. The frag- 
mented nature of the water utilities mar- 
ket makes Aqua‘s strategy even more ef- 
fective. In fact, purchases will likely get 
easier for the water-utilities giant when 
later this year a stricter Environmental 
Protection Agency regulation takes effect, 

and smaller utilities find themselves hard 
pressed to  meet the costly new require- 
ments. 
Rate case filings will likely reach rec- 
ord numbers in 2006, as the company 
tries to recoup costs associated with ac- 
celerating capital expenditures. The bulk 
of the roughly $60 million in expected rate 
filings this year will probably stem from 
Pennsylvania. Over the last two years, 
Aqua’s capital spending in the state has 
topped $275 million. Given management’s 
strong relationships with many of its state 
regulators, we feel the company will be 
able to pass a considerable amount of its 
rate requests through to the top line. 
Shares of Aqua America are ranked 3 
(average) for year-ahead relative per- 
formance. This stock rose 50% in 2005, 
making its current valuation quite high. 
Our projections, however, show earnings 
growth will likely not be able to keep pace 
with share-price movement, making the 
likelihood of this valuation being 
sustainable low. As a result, Aqua’s total- 
return potential for the years out to 
2008-2010 seems limited. 
Praneeth Satish January 27. 2006 

._ . ~~~ 

Fix. Chg. Cov. 
ANNUAL RATES 

_.~. 
344% 

Past 
364% 436% I 

Past Est‘d ‘02-’04 
Jf change (per sh) 
Revenues 
Cash Flow” 

Earnings 
Dividends 
Rnnk Valiie 

10Yn. 
5.5% 
9.5% 
9.0% 
5.5% 
R 5% 

5 YE. t0’08-’10 
7.5% 8.0% 
9.5% 10.0% 
8.5% 13.0% 
6.5% 8.0% 

2003 80.5 83.4 102.1 101.2 367.2 
2004 99.8 106.5 120.3 115.4 442.0 
2005 114.0 123.1 136.8 126.1 500 

130 2006 125 140 135 1 530 I 

- .-- -.-I. -- . r -  = ,  
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December 16,2005 NATURAL GAS (DISTRIBUTION) 459 
I I 

2001 2002 
2761 1 22947 
1070.4 1231.5 
39.1% 35.3% 

1 INDUSTRY TIMELINESS: 95 (of 98) 

2003 2004 2005 2006 08-10 

1395.3 1735.9 1750 1850 Net Profit ($mill) 2100 
29981 33220 35000 37950 Revenues ($mill) 42000 

31.4% 35.6% 36.0% 36.0% Income Tax Rate 36.0% 

The Natural Gas Distribution Industry is 
ranked near the bottom of the Value Line universe 
for Timeliness: 95 of (98). The key features of gas 
utility stocks are their safety and better-than- 
average dividend yields, rather than price perfor- 
mance or appreciation potential. It should be 
noted that the distribution industry is in the 
middle of its most profitable quarters, thanks to 
the winter heating season. 

3.9% 

Regulated Utilities 

Local distribution companies (LDCs) are natural gas 
utilities that  are regulated by both individual state 
andor  federal regulatory agencies. They are considered 
natural monopolies since it is more cost-effective to build 
one pipeline system to serve a region, versus multiple 
distributors competing over the same location. Since 
these companies are essentially able to operate as mo- 
nopolies, the government sets allowable rates of return 
each company can earn, typically between 10% and 12%. 
This is one of the contributing factors to the limited 
volatility in share prices for these distributors. However, 
should earnings be less than the permitted rate, the 
company is able to petition regulators for higher rates. 
Likewise, if it  is determined that a distributor is earning 
in excess of its allowable rates, it  may be subject to a rate 
review. In addition, some companies now have weather 
plans in place to protect against abnormal temperatures. 
Two such companies are WGL Holdings in its Maryland 
service territory, and Southwest Gas. The Maryland 
weather-normalization program protects the company 
against revenue variations due to changes in usage, 
caused by weather deviations from the norm, along with 
conservation among customers. Southwest is awaiting a 
rate case decision in Arizona, which would mitigate the 
impact of weather on earnings and allow the company to 
recover higher costs. Programs such as these create a 
more consistent year-over-year earnings stream. 

Nonregulated Activities 

Industry deregulation has allowed gas utilities to 
expand their businesses beyond their normal distribu- 
tion operations. The companies that expand into those 
arenas enjoy the opportunity to enter businesses with no 
restrictions on return on equity. Some activities include 
retail energy marketing, energy trading, and oil and gas 

5.4% 4.7% I 5.2% 5.0% 4.9% Net Profit Margin 5.0% 

76% 
16.8 
.86 

4.5% 

68% 64% 55% 60% 60% All Div'ds to Net Prof 60% 
14.8 14.1 13.6 li ure8 are Avg Ann'l PIE Ratio 13.0 

4.5% 4.5% 4.0% AVP Ann'l Div'd Yield 4.6% 
.81 .BO .72 2; ti;; Relative PIE Ratio .a7 

244% 1 280% 1 314% I 308% 1 315% I 330% I Fixed Charqe Coveraqe I 375% 

0 2005, Vabe tine Pulshm , Inc Ail ri hls reserved. Factual material is obtained from swrces bekved lo b 
THE PUBLISHER IS NOT RE?PONSlBLE !OR ANY ERRORS OR OMISSIONS HEREIN. This ublicatiin is sVicUy 
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- 
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SI 

exploration and production. In fact, nearly all of the 
companies in this industry have at least some exposure 
to the nonregulated segment, with many looking to 
further expand operations here. One such company is 
South Jersey at its Marina Energy unit. The division will 
be expanding its Atlantic City thermal electric plant to 
support the scheduled 500,000-square-foot expansion a t  
the Borgata Hotel casino & Spa. 

Natural Gas Prices 

Natural gas prices reached lofty levels following the 
hurricanes that hit the Gulf Coast. Although they came 
down somewhat, they were still high compared to prior 
years. Prices have recently returned to these high levels, 
most likely because of cold weather in the Northeast. 
Typically, those companies that are involved in nonregu- 
lated activities stand to benefit the most from higher 
prices. The regulated utilities continue to earn their 
allowable rate of return, but the added expenses are 
eventually passed on to customers in the form of higher 
utility bills. These added charges then result in a higher 
level of bad debt expense, since some low-income cus- 
tomers are unable to afford these bills. Sharply rising 
bills can also result in the loss of customers to other 
fuels. If the winter turns out to be colder than normal, 
gas volume use will likely increase. However, due to high 
gas prices, customers may well begin to conserve to cut 
down on their utility bills, thereby lowering profits. 

Investment Advice 

The stocks in this industry are generally suitable for 
income-oriented investors, and offer good stock price 
stability. Risk-adverse investors still may want to pri- 
marily focus on those companies that derive most of 
their earnings from regulated activities. As companies 
have begun to shift their operations toward nonregu- 
lated businesses, the potential for capital appreciation is 
increased, but so is the risk for capital losses. Note that 
especially high dividend yields for stocks in this sector 
can mean growth opportunities are constrained. Also, as 
companies expand into nonregulated activities they may 
be less willing to raise the dividend payout, instead 
using these funds to finance capital expenditures. 

Evan I. Blatter 

Natural Gas (Distribution) 
RELATIVE STRENGTH (Ratio of Industry to Value Line Cornp.) 

400 

Natural Gas (Distribution) 
RELATIVE STRENGTH (Ratio of Industry to Value Line Cornp.) 
500 

400 

300 

200 

100 
1999 2000 2001 2002 2003 2004 2005 

Index: June, 1967 = 100 

100 
1999 2000 2001 2002 2003 2004 2005 

Index: June, 1967 = 100 

and IS povoea IMI~OIA mnanues 01 any Nnd 
nber I own norcCornrnernal w n a l  use. NO par( 
iy pmied a clctlrnnc puolcauci. x w c c  a prooLcl 



1.29 1.26 1.14 6 3  1.05 .60 .80 .39 .93 .84 1.24 1.39 1.47 1.13 .87 1.19 
.85 .87 .90 .93 .94 .96 .96 .72 .96 .96 .96 .96 .96 .96 .96 .96 

1.99 2.50 2.97 4.64 3.85 3.06 4.12 2.42 2.66 2.32 1.81 1.65 2.16 1.91 2.56 3.50 
7.96 8.33 8.63 9.09 9.96 9.81 9.76 10.09 10.16 10.07 10.36 10.79 11.01 10.34 10.11 10.52 
6.49 6.56 6.63 7.61 8.57 8.91 9.14 10.79 10.97 11.05 11.05 11.05 11.05 11.05 11.13 11.27 
8.6 8.9 12.2 23.7 16.6 25.7 18.2 40.0 17.6 19.4 13.7 11.7 13.4 18.2 22.0 17.5 
.65 .66 .78 1.44 .98 1.69 1.22 2.51 1.01 1.01 .78 .76 .69 .99 1.25 .92 

4.7% 
326.5 

9.2 
37.9% 
2.8% 

56.0% 
44.0% 

300 

1.29 1.26 1.14 6 3  1.05 .60 .80 .39 .93 .84 1.24 1.39 1.47 1.13 .87 1.19 
.85 .87 .90 .93 .94 .96 .96 .72 .96 .96 .96 .96 .96 .96 .96 .96 

1.99 2.50 2.97 4.64 3.85 3.06 4.12 2.42 2.66 2.32 1.81 1.65 2.16 1.91 2.56 3.50 
7.96 8.33 8.63 9.09 9.96 9.81 9.76 10.09 10.16 10.07 10.36 10.79 11.01 10.34 10.11 10.52 
6.49 6.56 6.63 7.61 8.57 8.91 9.14 10.79 10.97 11.05 11.05 11.05 11.05 11.05 11.13 11.27 
8.6 8.9 12.2 237 166 25.7 18.2 40.0 17.6 194 13.7 11.7 13.4 18.2 22.0 17.5 

Avg Ann'l Div'd Yield 3.9% 
340 Revenues ($mill) A 480 

37.5% Income Tax Rate 38.5% 
3.2% Net Profit Margin 3.1% 

55.0% Long-Term Debt Ratio 51.0% 
45.0% Common Equity Ratio 49.0% 

320 Total Capfial ($mill) 375 

11.0 Net Profit (hill) 150 

.65 I .66 I .78 I 

Common Stock 11,413,000 shs. 
as of 9130105 
~ 

MARKET CAP: $225 million (Small Cap) CU%\v? PoSITloNA 2003 6130105 

7.7%) 7 3 x 1  6.4%) 6.2% I 5.4% I 6.2% I 6.6% I 4.6% I 5.9% 1 5.9% 1 5.7% I 5.9% I 4.9% I 4.7% I 5.0% I 4.6% 
I 182.7 I 127.7 1 195.8 1 189.7 I 208.6 I 241.9 I 335.8 I 321.0 I 302.8 I 318.1 CAPITAL STRUCTURE as of 6130105 

8.1% 3.5% 9.1% 8.3% 12.0% 12.9% 13.3% 10.9% 8.6% 11.2% 
NMF NMF .7% NMF 2.7% 4.0% 4.6% 1.7% NMF 2.1% 

106% NMF 93% 108% 78% 69% 65% 85% 110% 81% 
BUSINESS: Cascade Natural Gas Comoration distributes natural ers. oil refininq 

1 7.7 1 4.2 I 10.6 I 9.8 1 14.2 I 15.4 1 16.2 1 12.5 I 9.7 1 13.3 
rota'Debt$180.9 Due in 5yl'S$55.0 milL 36.8% 34.8% 37.1% 37.4% 36.5% 37.1% 35.0% 34.9% 34.2% 36.2% 
kT Debt $158'g LT Interest $io'o milL 4.2% 3.3% 5.4% 5.2% 6.8% 6.4% 4.8% 3.9% 3.2% 42% ,LT interest earned: 2 .8~ ;  total interest 
:overage: 2 .7~)  51.4% 46.8% 50.6% 48.4% 50.9% 51.2% 50.7% 59.1% 55.9% 52.1% 

45.0% 50.0% 46.5% 48.7% 46.6% 48.8% 49.3% 40.9% 44.1% 47.9% 
Pension Assets-9104 $51.3 mill. Oblig. $65.5 mill. 198.5 217.8 239.4 228.5 245.6 244.2 246.6 279.1 255.5 247.4 

Other 33.1 65.9 64.8 
Current Assets 40.6 

Accts Payable iz:? 1::; i::! 
19.7 38,6 38,8 

Debt Due 
Other 
Current Liab. 56.0 99.0 71.8 
Fix. Chg. cov. 213% 269% 260%- 
ANNUALRATES Past Past Est'd'0?-'04 
Ofchange(Persh) Revenues 

la!& 5& ":,!$ 
"cash~low" 3.0% 3.0% 6.5% 
Earnings 3.5% 1.0% 3.0% 

iEz 
Dividends _ _  _ _  
Book Value .5% - -  
Fiscal QUARTERLYREWUES (s mill.)A ZI~: Dec.3i Mar.3i Jun.30 SeP.30 Year 
2002 102.8 122.3 56.8 39.1 321.0 
2003 100.5 109.3 53.8 39.2 302.8 
2004 104.g 119.4 52.1 41.7 318.1 

117.7 56.3 47.9 326.5 

--- 

IO7 "" 48'0 340 
Fiscal EARNINGSPERSHAREAB t%L Mar.3i Jun.30 Sep.30 Year 
2002 .56 .86 d.06 d.23 1.13 
2003 .6O .67 d.18 .*7 

.72 .79 d.05 d.26 
2005 59 .65 d.10 d.32 
2o06 .62 .68 d.09 d.26 ;:: 
Gal- QUARTERLYDIYIDENDSPAID c. Full 

endar Mar.31 Jun*30 Sep.30 D e c 3  Year 
2001 .24 .24 .24 .24 .96 
2002 .24 2 4  .24 2 4  .96 
2003 .24 24 24 24 .96 
^^^* 24 "1 24 ^. 24 ^. 24 - 1  .96 

Pfd Stock None 

i004, total throughput was 113.4 billion cu.-fl. Core customers: yrs. Has around 430 employees. Officers and directors.own 1:7% of 
residential, commercial, firm industrial. intermptible (69% of oper. corn. (W04 proxy). President and Chief Executive Officer: David 
margin, 23% of gas deliveries); non-core: industrial, transportation W. Stevens. Inc.: WA. Address: 222 Fairview Ave. North, Seattle. 
service (31%, 77%). Serves pulp 8 paper, plywood, chem. fertiliz- WA 98109. Tel.: 206-624-3900. Internet: www.cngc.com. 

We believe that Cascade Natura l  Gas' ton and Oregon helped annual account 
bottom line will recover some in fiscal hookups to rise at a steady rate in the 
2006, which began October 1st. This past, and it appears that this trend will 
should come about partly by further ex- continue. Also, given the environmental 
pansion of the customer base, an  adjust- advantages of natural gas and assuming 
ment in the employee benefits plan, and that prices for this fuel source don't get 
savings from a consolidated call center for out of reach for the mainstream, a sig- 
customers. The company should also be nificant portion of new customers may still 
helped by the absence of costs stemming come from conversions. These factors 
from the transition to a new executive ought to  enable annual bottom-line gains 
team, and staff reductions (which, com- to  be in the upper-single-digit range over 
bined, amounted to $0.13 a share last the coming 3- to 5-year period. 
year). But demand from residential and Cascade shares,  ranked 4 (Below 
commercial customers may be held back, Average) for Timeliness, offer a 
to a certain extent, by conservation efforts decent dividend yield. But additional 
caused by persistently high natural gas increases in the payout will likely be slow 
prices and improved energy efficiency in in coming, as cash flows are used to  meet 
buildings and appliances. Too, it seems the requirements of a growing customer 
that margins from the gas management base. Another factor to  consider is the 
services business will continue to suffer sensitivity of earnings to changes in 
from competition from energy marketers, a service-area temperatures, given the ab- 
segment that has made a comeback since sence of weather-normalization adjust- 
the demise of Enron. All things considered, ment mechanisms. (Management is seek- 
Cascade's earnings per share may well ad- ing a rate design that would diminish the 
vance to $0.95 in fiscal 2006. temperature impact, but it's unclear, at 
We remain  positive about the compa- this juncture, when regulators would ap- 
ny's 2008-2010 prospects. Generally fa- prove such a measure.) 
vorable economic conditions in Washing- FrederickL. Harrjs, III December 16, 2005 

239.1 I 255.7 I 265.2 I 276.6 I 282.3 I 264.8 I 294.2 1 299.6 I 312.3 I 334.6 
5.9% I 3.4% I 6.2% I 6.1% I 7.5% I 8.1% I 8.5% I 6.4% I 6.0% I 7.7% 

A) Cal. yr. thtu. 12/95. Changed to 9130 fiscal 
ir. in '96. (6) Primary egs. thtu. '97, then 
liluted Exd nonrec. aains (Inssesk '91 19d. 

I 8.0% I 3.6% I 9.0% I 8.3% I 11.7% I 12.9% 113.3% 110.9% I 8.6% I 11.2% 

'02, (16e); '03, (59). '0cGsldon't add to total Company's Financial Strength B+ 
due to rounding. Next egs. rpt due late Jan. mill., Stock's Price Stability 80 
IC\ Dividends historicallv oaid in the middle of Price Growth Persistence 55 

,.....--, 
Cash Assets 7.5 .5 .7 I aas to around 227.000 customers in Washington and Oreqon. In Northwest Pipeii 

Target Price Range 
2008 I2009 12010 

.82 I .95 IEarninaswrsh AB I 1.25 

3.05 Cap'l Spending per sh 
10.45 10.95 Book Value per sh 0 15.30 
11.41 11.40 Common Shs Outst'g E 12.00 

Ava Ann'l /E Ratio 

350 1 375 I Net Plant ($mill) . 1 475 
5.0% 1 65% IReturn on Total Cap'l I 5.5% 

I food process. inds. Main connecting pipeline: 
: Corp. '04 deprec. rate: 6.5%. Est'd piant age: 12 

. ,  ~~ ~~ ~~ - . .~ _ _  ~ . 
93, 3$; '96, (116); '98, (2$); '99, (19); '01, @, I k<bi May, Aug., Novl&k7dreinvest. plan ~ I 

0 2W5 Value Line Publishin Inc All ri hts reserved. Factual material is obtained from sources believed to be reliable and is povided without warranties of any kind. 
THE PUBLISHER IS NOT RE%ONSIBLE$OR ANY ERRORS OR OMISSIONS HEREIN. This uMiiation is licfly for subxribq's own. non-commercial. internal use. No pan 
d it may be reproduced. resold. stored or lransmined in any printed. eimontc M other form. a use l fa  generating M marlreung any pnnted M d e N m  publication, service a product. 

http://www.cngc.com


KEYSPAN CORP, NYSE-KSE 
61 2961 

Price Gain Return 1- $5 (+50% 15% 
I;$ 1+50A 7% 
nsider Decisions ' - . - I  .'- I 2  .-.. -- 

Institutional Decis ions 

1.35 
1.19 I 1.23 I 1.27 I 1.29 I 1.32 I 1.35 
4.30 I 3.51 I 3.44 I 3.95 I 4.37 I 4.15 

7.0% I 6.4% 1 6.7% I 6.4% I 5.3% I 5.3% 
CAPITACSTRUCTURE as of 9130105 
rota1 Debt $4.236 bill. Due in 5 Yrs $2.5 bill. 
LT Debt $3.915 bill. 
[total interest coverage: 3.8~) 

Pension Assets-12/04 $1.9 bill. Oblig. $2.3 bill. 

Pfd Stock None 

LT Interest $280 mill. 

Pfd Div'd Nil 

Common Stock 174,361,293 shs. 
as of 10/12/05 
MARKET CAP: $5.8 billion (Large Cap) 

CURRENT POSITION 2003 2004 9130105 

Cash Assets 205.8 922.0 84.0 
2181.1 2156.6 2869.4 Other 

Current Assets 2386.9 3078.6 2200.4 
Accts Payable 1141.6 906.7 756.3 
Debt Due 483.4 928.3 321.5 

223.8 447.3 631.1 Other 
Current Liab. 1848.8 2282.3 1708.9 

($MILL.) 

--- 

--- 
Fix. Chg. Cov. 315% 257% NMF 
ANNUAL RATES Past Past Est'd '02-'04 
of change(persh) 1OYrs. 5Yn. to'08-'10 

Cash Flow" 8.0% 17.0% -.5% 
Earnings 4.5% 21.0% 1.0% 
Dividends 3.0% 4.0% 2.0% 
Book Value 4.0% 1.5% 5.0% 

Gal. QUARTERLY REVENUES IS mill.) A FUII 
endar Mar.31 Jun.30 Sep.30 Dec.31 Year 
2002 1871 1215 1076 1807 5970.7 
2003 2512 1408 1131 1862 6915.2 
2004 2595 1365 1050 1638 6650.5 
2005 2480 1342 1303 1875 7000 
2006 2700 1425 1200 1925 7250 
Gal- EARNINGS PER SHARE A FUII 

endar Mar.31 Jun.30 Sep.30 Dec.31 Year 
2002 1.51 .20 .02 1.02 2.75 
2003 1.53 d.05 .07 1.07 2.62 
2004 1.39 .13 .03 .88 2.43 
2005 1.43 .11 .13 .78 2.45 
2006 1.47 .10 .05 .88 2.50 
tal. QUARTERLY DMDENDS PAIDAC. FUII 

endar Mar.31 Jun.30 Sep.30 Dec.31 Year 
2001 ,445 ,445 ,445 ,445 1.78 
2002 ,445 .445 ,445 ,445 1.78 
2003 .445 ,445 ,445 ,445 1.78 
2004 ,445 ,445 ,445 ,445 1.78 
2005 ,455 ,455 ,455 ,455 

A) Data for former KeySpan Energy through ($C 
97 (years ended 9130); new KeySpan Corp. ($C 
from '98 on a calendar fiscal year. (B) Diluted !$C 
shs. Excl. nonrecur. gains (charges): '90, 04 
0 2005, Value Line Publishin Inc All i Ms reserved. FacU 
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Revenues 6.0% 13.5% 3.0% 
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24.93 
3.35 
1.90 
1.39 
4.36 

16.94 
48.79 
12.7 

.85 
5.8% 

1216.3 
91.8 

7.6% 

1995 

- 

- 

- 

32.0% 

46.4% 
53.2% 
1512.6 
1553.8 

7.5% 
11 .O% 
11.1% 
2.9% 
74% 

- 

BUSIb 

1.42 I 1.46 I 1.50 I 1.78 I 1.78 I 1.78 I 1.78 
6.04 [ 5.60 1 5.19 I 5.42 I 4.64 I 7.60 I 7.96 

18.17 19.09 23.18 20.28 20.65 20.73 20.67 
49.86 50.77 130.42 133.87 136.36 139.43 142.42 

13.7 13.8 - -  16.8 14.8 20.8 12.7 
.86 I .80 1 - -  1 .96 1 .96 1 1.07 1 .69 

5.3% I 5.0% I 4.8% I 6.5% I 5.7% 1 5.0% I 5.1% 
14320 I 1478.2 I 1721.9 I 2954.6 I 5121.5 16633.1 15970.7 

10.7% 10.9% NMF 8.2% 10.0% I 8.2% 13.3% 
2.9% 3.3% NMF NMF 1.4% NMF 4.8% 
73% 70% NMF 110% 86% 103% 65% 

I I I I I I 

SS: KeySpan Corp. is a holding company created 5/98, via 
the merger of KeySpan Energy (formerly Brooklyn Union) and Long 
Island Lighting. Acq. Eastem Enterprises 11/00, making KeySpan 
the largest gas distributor in the Northeast, serving most of New 
York City and nearby Long Island, and parts of New England. Has 
2.5 mill. aas meters in one-familv homes and apartments. Also qen- 

%TOT. RETURN 11/0! 
MIS VLm 

SlWK UYOEX 
1 yr. -11.0 10.4 
3yr. 10.2 74.6 
5yr. 12.8 81.1 

2005 2006 "VALUE LINE PUB., INC. 
40.fO 41 45 Revenues per sh A 

4.65 I s.80 I"Cash Flow" Der sh ;. 1 250 1 Earnings persh 

3.60 3.60 CaD'I SDendina Der sh 
1.82 Div'ds Decl'd per sh I 

25.40 25.45 Book Value per sh 
174.50 175.00 Common Shs Outst'g E , Bold ng N am Avg h n ' l  PIE Ratio 

wlu tine Relative PIE Ratio 
"'qalsr 1 Ava Ann'l Div'd Yield 

7000 I 7250 1 Revenues ($mill) A 

410 I 440 I Net Profit ($mill) 
38.0% I 38.0% llncome Tax Rate 

74% 1 73% (All Div'ds to Net Prof 

- 
tange 
2010 

-80 
- 60 - 50 
- 40 
- 30 
-25 
- 20 
-15 

-10 
-1.5 

- - - 
18-10 
48.00 
5.60 
3.10 
2.10 
3.80 

29.50 
177.00 

13.5 
.90 

5.0% 
8500 
550 

38.0% 
6.5% 

49.0% 
51.0% 
10000 
8500 
7.0% 

10.5% 
10.5% 
4.0% 
68% 

- 

- 
- 

- 
- 

- 

- 

- 

erates electricity and operates transmissionldistr. sys. by contract 
with L.I. Power Author. Sold its stake in Houston Exploration, 2004. 
Owns 20% of imquois Pipeline. Non-regulated subs. market gas 
supplies, sell indl energy mgmt. svcs. Has 9,950 empls. Chnn.: 
R.B. Catell. Inc.: NY. Address: 1 MetroTech Center, Brooklyn, NY 

d~ ~ - 11201. Tel.: 7184051000. Web:www.keyspanenergy.com. 

Keyspan's third-quarter earnings noticeable conservation. Electric service 
came in better than expected. (Our es- earnings could suffer in 2006 if a planned 
timate was a loss of a penny a share.) 10% generating capacity increase in New 
Electric services profits jumped 34% as a York City actually comes on line. New 
result of weather that was 50% warmer York regulators, however, will probably 
than normal, fuel price spreads, and good raise the amount of power that must be 
online performance by the generating generated in the City, mitigating the ef- 
plants. That more than offset increased fects of new capacity. Finally, the sideline 
losses in the gas distribution business energy services business should lose a bit 
(which usually loses money in the sum- less or even make a little money. 
mer), due in part to higher uncollectible Longer term, share net should rise at 
debts. Finally, interest costs declined 24% a modest pace. KeySpan has over 
from the prior-year period, thanks to  an 500,000 prospective gas customers near its 
11% reduction in outstanding debt since mains that could be hooked up relatively 
the end of 2004 and debt refinancing. We easily. New York City's power demands 
think that uncollectible debts will remain should grow steadily and yield more prof- 
above recent levels through next winter. its, despite some possible excess capacity 
The earnings outlook for 2006 is in 2006. And, having reduced its debt-to- 
mixed. On the plus side, the company will capital ratio to around 47%. the company 
probably hook up enough new gas custom- could invest several hundred million dol- 
ers in 2005 to raise gross profits by around lars in acquisitions without endangering 
$40 million in 2006. And Massachusetts its credit ratings. 
has approved a regulatory change that These untimely shares offer decent 
should permit KeySpan to recover more risk-adjusted total return potential. 
uncollectible debts. But gas customers will KSEs dividend yield is above the industry 
probably pay 30% to 40% more for heat average, and the company has some 
this winter, an unprecedented jump that growth prospects. 
could result in very high bad debts and Sigourney B. Romaine December 16. ZOO! 
)); '96, $0.52; '97, $0.16; '03, ($0.23); '04, Divs historically ,paid early Feb., May, Aug.. 
I). Exd. gain (loss) discont. ops.: '00, and Nov. D Dn'd relnvestment plan avail- Stock's Price Stability 95 
!); '01, ($0.14); '02, ($0.14); '03, $0.01; able.(D) Includes def. charges. At 12/31/04: 
0.81. Next egs. report due late Jan. (C) $16.31 Ish. (E) In millions, adjusted for split. 

Company's Financial Strength 

Price Growth Persistence 
Earnings Predictability 

B++ 

55 
20 
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1989 
31.57 
2.47 
1.45 

0 0 0 0 0 0 0 0 0  3 s  0 3 1 0 0 0 0 0 3  
4Sdl 0 3 1 0 0 0 0 0 3  
Institutional Decisions 

1990 1991 1992 1993 1994 1995 
30.21 28.10 26.83 32.33 33.43 24.79 
2.13 2.37 2.32 2.81 2.65 2.55 
1.08 1.28 1.17 1.61 1.42 1.27 

54.95 59.59 76.05 85.10 Revenues per sh 
3.15 2.79 3.15 3.35 "Cash Flow"persh 
1.82 I 1.82 1 1.90 1 200 IEarnings per d A B  

11.74 11.75 11.83 11.79 12.19 12.44 13.05 
15.59 15.59 15.59 15.59 15.59 15.67 17.42 
10.3 14.6 12.5 15.8 13.5 16.4 15.5 

116.30 
4.f5 
2.30 

.78 1.08 .80 .% .80 1.08 1.04 
7.7% 7.5% 7.5% 6.5% 5.6% 5.3% 6.3% 

431.9 
20.9 

32.1% 
4.8% 
40.2% 
- 59.3% 

Pension Assets-9/04 $259.5 mill. 383.5 
434,3 
7.1% 
9.1% 

ZAPITAL STRUCTURE as of 6130105 
rota1 Debt $427.9 mill. Due in 5 Yrs $175.0 mill. 
.T Debt $340.4 mill. LT Interest $25.0 mill. 
Total interest coverage: 2.9~) 

Leases, Uncapitalized Annual rentals $1.6 mill. 

Pfd Stock $1.1 mill. 
Common Stock 21,143,581 shs. 
as of 7/29/05 

- 

Oblig. $252.6 mill. - Pfd Div'd $.06 mill. 

n rn", 

1.34 
2.67 
15.65 
19.11 

MARKET CAP $625 million (Small Cap) 
CUft$t$! POSITION 2003 2004 

1.35 I 1.37 I 1.39 Div'dsOecl'd persh c. 1.45 
2.45 ' 2.85 ' 3.00 Cap'l Spending per sh 3.75 
16.96 I 17.45 I 19.00 BookValuepersh 27.35 
20.98 I 21.00 I 21.50 Common Shs Outst'a E 21.50 

ca$KiGets 7.3 13.9 
280.6 323.7 Other 

Current Assets 287.9 337.6 
-- 

13.6 
.78 

5.4% 

- 
6130105 

4.8 
275.8 
280.6 

15.7 16.2 Avg Ann'l PIE Ratio 15.5 
.82 .85 Relative PIE Ratio 1.05 

4.7% 4.4% Ava Ann'l Div'd Yield 4.1% 

Gas, v 
million 

3.3% 
50.4% 
49.4% 
605.0 

- ........ - 

k 1996 
31.03 
3.29 
1.87 
1.26 
2.35 
13.72 
17.56 
11.9 
.75 

5.6% 
544.8 
32.8 

35.9% 
6.0% 
42.5% 
57.1% 
422.2 
452.2 
9.4% 
13.5% 
13.6% 
4.5% 
67% 

SS: La 
ich dist 

- 

- 
- 

- 
- 
- 
- 

- 

- 

- 

2.9% 2.5% 2.5% Net Profit Margin 2.0% 
51.6% 48.0% 49.0% Long-Term Debt Ratio 51.0% 
48.3% 52.0% 5f.O% Common Equity Ratio 19.0% 
737.4 710 800 Total Caoital llrnilll 1200 

TGT5ETp 20.3 22.4 

621.2 
7.4% 
11.5% 
11.6% 
3.1% 

RECENT 2 9 3  Pb 14.7 (TRiling: 15.4' LACLEDE GROUP NYSE-LG PRICE RATIO Median: 15.01 

~ E U N E S S  4 bisedwy05 

iAFEPl 2 Raised 6120103 

rECHNlCAL 3 Lwrered1111~05 . . . , $!:$eg;r&:$ 
E T A  .80 (l.W=MarkeI) z-fW-1 spri 394  

2008-IO PROJECTIONS OW&'%a ~ c a t e s  mes 

Price Gain Rehm y & ; ~ ~ ~ I I . I  
iigh 40 (+35% 12% 
.ow 30 lNld 6% 7- 

High: I 25.6 I 23.1 I 24.9 
Low: 16.3 18.4 20.0 

EG;&D$Dividends sh 

Ann'l Total 

646.9 680 705 Net Plani($nh) ' 950 
6.6% 7.0% 7.0% Return on Total Cap'l 5.5% 
10.1% 11.0% ff.O% Return onShr. Equity 8.5% 
10.1% f f . O %  11.0% Returnon Corn Equity 8.5% 
2.7% 3.0% 3.5% Retained to Corn Ea 3.0% 

. ....', 

2003 
2004 
2o05 
2006 
Gal- 

endar 
2o01 
*Oo2 

;!:: 
2005 

34.33 31.04 26.04 

3.02 1 ::S; 
3.32 ~ 

1.84 1.58 
1.30 1.32 1.34 
2.44 2.68 2.58 

.80 1.14 .I1 d.21 1.82 ~ ~ ~ L ~ " & e r  segments stand to deliver .87 1.12 .19 d.28 ,79 .29 d,24 1;;; decent results this year, though. 
J3 1.13 .28 d.24 2.00 SM&P Utility Resources, the unregulated 

unit specializing in locating and marking 
DIV'DENDS C m  services for underground facilities, should 

Mar*31 Jun*30 Sep'30 Year benefit from additional business in both 
.335 .335 ,335 ,335 1.34 new and existing markets, plus improve- 
.335 .335 .335 .335 134 ments in operational efficiency. Mean- :::; :::5 g5 :;i5 ;:$ while, we expect earnings for Laclede En- 

ergy Resources, the non-utility gas .34 ,345 ,345 ,345 

.72 I .81 I .90 

A) Fiscal year ends Sept. 30th. (C) Dividends historically paid in early January. $9.85/sh. 
B) Based on average shares outstanding thru. Apnl. July, and October. rn Dividend reinvest- 
37. then diluted. Next earnings report due late ment plan available. 
Ian. ID\ Incl. deferred charaes. In '04: $206.6 mill.. shares outstandina. 

(E) In millions. Adjusted for stock split. 
(F) Cltly. egs. may not sum due to change in 

5.6% I 5.4% 1 5.8% 
602.8 547.2 491.6 

Company's Financial Strength B+ 
Stock's Price Stability 95 
Price Growth Persistence 50 
Earninqs Predictability 65 

12.9% I 10.8% I 9.5% 

?de Group, Inc., is a hol 

29.99 53.08 39.84 
2.68 3.00 2.56 
1.37 1 1.61 1 1.18 

2.77 2.80 

6.6% 5.7% 5.7% 
566.1 1002.1 755.2 
26.0 30.5 22.4 

35.2% 32.7% 35.4% 
4.6% I 3.0% I 3.0% 
45.2% 49.5% 47.5% 

98% 83% I 113% 
i g  company for Ladede 

lutes natural gas in eastern Missouri (population, 2 
including the city of St. Louis, St. Louis County, and parts 
?r counties. Has more than 630,000 customers. Purchased 
)r $43 million 111021. Therms sold and transDorted in fiscal 

of 8 0 
SMBP 
'04: 1.12 mill. Revenue mix for requlated operations: residential, 

I I I I I I 

40 
32 
24 
20 
16 
12 

I I I t6 I I  
... X TOT. RETURN 11/05 

1050.3 I 1250.3 I 1597.0 1 1830 IRevenueslJmilll A I 2500 
34.6 I 36.1 I 40.1 I 45.0 \Net Protit($mill) I 50.0 

35.0% I 34.8% I 34.1% I 35.0% IlncorneTaxRate I 35.0% 

74% I 73% I 72% I 66% lAll Div'dstoNetPrif I 62% 
63%; commercial and industrial, 23%; transportation, 2%; other, 
12%. Has around 3.440 emolovees. Officers and directon own ao- ~~ 

proximately 6.0% of common ;hares (1105 Proxy). Chairman, Chief 
Executive Officer, and President: Douglas H. Yaeger. Incorporated: 
Missouri. Address: 720 Olive Street, St. Louis, Missouri 63101. Tel- 
ephone: 314-342-0500. Internet: www.Iadedegas.com. 

Laclede Group's core natural gas dis- 
tribution unit, Laclede Gas, could 
have a rough time in fiscal 2006 
(which ends September 30th). Volumes 
may be held in check by conservation ef- 
forts spurred by persistently high natural 
gas prices. Furthermore, operating ex- 
penses should continue to rise, reflecting 
increased rates charged by suppliers and 
higher off-system gas costs. But perform- 
ance ought to be aided partly by a hedging 
program intended to limit gas-price vola- 
tility, and a weather-mitigation mechan- 
ism that has been in effect since 2002. Too, 
a rate hike was recently approved by the 
Missouri Public Service Commission, al- 
though less than what management re- 
-..-.-+-A 

marketing segment, to be boosted by a 
steady rise in interstate pipeline wholesale 
transactions. Nevertheless, consolidated 
share net may advance only 5%, to $2.00, 
in fiscal 2006. 
The company's prospects out to the 
end of this decade are unspectacular, 
too, given that Laclede Gas is operating in 
a mature market. Indeed, the customer 
base has been expanding roughly 1% an- 
nually, which means that internal growth 
for this business will remain moderate, at 
best. As such, any substantial gains will 
have to come from the unregulated units 
or from acquisitions, scenarios we don't 
see happening anytime soon. That said, 
annual bottom-line increases ought to be 
in the mid-single-digit range over the 
2008-2010 period. 
Long-term total-return potential for 
the equity is limited, given that it is al- 
ready trading near our 3- to 5-year Target 
Price Range, and assuming moderate in- 
creases in the dividend. Meanwhile, these 
good-yielding shares are ranked to under- 
perform the broader market averages for 
the next six to 12 months. 
Frederick L. Harris, III December 16. 2005 
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Trailing 163 RELATIVE IEENT 34.40 IETIo 15 ,6 (Ued ian i t i0 )  PIERATIO 0.851F 4.0%m 
High: 24.3 22.8 25.9 31.4 30.8 27.9 27.5 26.8 30.7 31.3 34.1 39.6 Target Price Range 
Low: 18.8 18.3 20.8 23.0 2009 12010 2008 

NIWl NAT'L GAS NYSE-NWN 
[~MEUNESS 4 Lowerdg1m5 

I 24.3 19.5 17.8 21.7 23.5 24.0 27.5 32.4 
N E T Y  1 Raised3118105 '~G&;Did~nds sh ' 
IETA .70 (1.W-Market) 3-lor-2 split 9/96 
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O$%$t& l?dicafes recession 1 2008-10 PROJECTIONS 
Ann'l Total 

Price Gain Return 

iigh .ow 45 35 (+3@4 lgi 
nsider Decisions 

ll,a:-l/b 
~ 

1995 
16.02 
3.41 
1.61 
1.18 
3.02 

14.55 
22.24 
12.9 
.86 

5.7% 
356.3 
38.1 

36.8% 
10.7% 
43.5% 
50.3% 
643.3 
697.2 
7.7% 

10.5% 
10.9% 

74% 
3.0% 
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nstitutional Decisions 

1996 
16.86 
3.86 
1.97 
1.20 
3.70 

15.37 
22.56 
11.7 
.73 

5.2% 
380.3 
46.8 

36.9% 
12.3% 
41.4% 
52.8% 
657.4 
745.3 
8.9% 

12.1% 
12.7% 

63% 
5.0% 

15.22 17.02 16.74 14.10 18.15 18.30 
2.85 1 3.22 1 2:;; 1 3:;; 1 3.74 1 i: 
1.58 1.62 1.74 
1.07 1.10 1.13 1.15 1.17 1.17 
3.36 3.85 3.58 3.73 3.61 4.23 

I 
BUSINESS 

I I 

Northwest Natural Gas Co. 

1.21 
5.07 

16.02 
22.86 

1.22 1.23 1.24 1.25 1.26 1.27 1.30 1.34 1.39 Div'dsDecl'dpersh 1.64 
4.02 4.78 3.46 3.23 3.11 4.90 5.52 3.60 3.35 Cap'l Spending persh 4.00 

16.59 17.12 17.93 18.56 18.88 19.52 20.64 21.45 22.50 Bookvalue per sh 25.50 
24.85 25.09 25.23 25.23 25.59 25.94 27.55 27.75 28.00 Common ShsOutst'o 29.00 

707.6 
900 
950 
Full 
Year 
1.62 
1.76 
1 .E6 
2.1; 
2.25 
Full 
Year 
1.25 
1.2E 
1.27 
1.3C 

.__ 

- 

- 
- 

12.04 
17.14 

9.8 

amings report due early February. 
BI Dividends historicallv Paid in mid-Februaw. 

12.61 12.23 12.41 13.08 13.63 
17.41 17.68 19.46 19.77 20.13 
10.2 28.1 27.0 12.9 13.0 

-+ 

~. 

14.4 
.83 

4.8% 
361.8 

~ 

26.7 14.5 12.4 12.9 17.2 15.8 16.7 Boldfigrresam Avg Ann'l PIERatio 14.5 
1.39 .83 .81 .66 .94 .90 .89 blue  h e  RelativePIERatio .95 

4.5% 5.0% 5.6% 5.1% 4.5% 4.6% 4.2% esfinaicr Avg Ann'l Div'd Yield 4.1% 
416.7 455.8 532.1 650.3 641.4 611.3 707.6 900 950 RevenuesISmill) 1100 
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11.9% 
46.0% 
49.0% 
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827.5 
7.4% 

X TOT. RETURN 11/05 
ltls V L m  

6.6% 9.9% 9.0% 7.7% 6.8% 7.5% 7.1% 6.6% 6.6% Net ProfitMargin 7.3% 
45.0% 46.0% 45.1% 43.0% 47.6% 49.7% 46.0% 4LS% 45.0% Long-Term Debt Ratio 46.0% 
50.6% 49.9% 50.9% 53.2% 51.5% 50.3% 54.0% 54.5% 55.0% Common Equity Ratio 54.0% 
815.6 861.5 887.8 880.5 937.3 1006.6 1052.5 1100 1150 Total Capital (h i l l )  1360 
894.7 895.9 934.0 965.0 995.6 1205.9 1318.4 1350 1400 NetPlant($mill) 1625 
5.0% 6.8% 6.7% 6.9% 5.9% 5.7% 5.9% 7.0% 7.0% Return onTotal Cap'l 8.0% 

15.82 16.77 18.17 21.09 25.78 25.07 23.57 25.69 32.45 33.90 Revenuespersh 37.95 
3.72 3.24 3.72 3.68 3.86 3.65 3.85 3.92 4.35 4.50 "Cash Flow" persh 5.15 
1.76 1 1.02 1 1.70 I 1.79 I 1.88 1 1.62 1 1.76 I 1.86 I 215 1 2.25 IEmings per sh A 1 2.75 

10.7% 
11.0% 
36% 

6.1% 9.7% 9.8% 10.0% 8.9% 9.1% 8.9% 10.0% 10.5% ReturnonShr. Equ'ity 10.5% 
6.0% 9.9% 10.0% 10.2% 8.5% 9.0% 8.9% 10.0% 10.5% Return on Com Equity 10.5% 
NMF 2.8% 3.1% 3.5% 1.9% 2.6% 2.7% 4.5% 4.5% Retained to Corn Eo 4.5% 

2004 
2005 
2006 

endar 
2002 
2003 
2004 
2005 
2006 

endar 
2001 
2002 
2003 
2004 
2005 

Gal. 

Gal- 

43.1 I 27.3 I 44.9 I 47.8 I 50.2 I 43.8 1 46.0 I 50.6 I 59.5 I 63.0 I Net Profit ($mill) I 80.0 
1 35.0% 32.9% I 31.0% I 35.4% 1 35.9% 1 35.4% 1 34.9% 1 33.7% 1 34.4% 1 35.0% 1 35.0% IlncorneTaxRate 

254.5 109.7 81.4 262.0 
308.7 153.7 106.7 330.9 
350 f75 125 300 

Mar.31 Jun.30 Sep.30 Dec.31 
1.32 d.13 d.26 .69 
1.01 .I7 d.25 .E3 
1.24 d.03 d.30 .95 
1.43 .04 d.31 -99 
1.50 .02 d.31 1.04 

Mar.31 Jun.30 Sep.30 Dec.31 
.31 31 31 ,315 
.315 ,315 ,315 ,315 
,315 ,315 ,315 ,325 
,325 ,325 ,325 .325 
325 ,325 ,325 ,345 

EARNINGS PER SHARE* 

QUARTERLY DlVlDENDS PAID 

lay, mid-August, and mid-November. 
d reinvestment Dlan available. 

Company's Financial Strength A 
Stock's Price Stabilitv 100 

70% I 118% I 74% I 70% I 67% I 79% 1 72% I 69% I 62% I 62% lAllDiv'dstoNetPrif I 60% 
I 

(doing business as NW 
90 communities, 596,000 
in southwest Washington 
Eugene, OR: Vancouver, 

WA Service area population: 2.4 mill. (77% in OR). Company buys 
gas supply from Canadian and U.S. producers; has transportation 

Northwest Natural's third-quarter 
loss was about as expected, despite a 
rnnsiderahle inrrense in revenues and cost - -. .-. - _. _ _  . - __ _ _  - __ - .. . - - . 
of gas. Gross profit rose about $5 million, 
due largely to price hikes, as residential, 
commercial. and firm industrial gas 
volumes were virtually unchanged from 
the prior-year period. Profits from inter- 
state gas storage contributed $0.06 a share 
in 2005, due to the completion of the South 
Mist Pipeline Extension, compared with 

rights on Northwest Pipeline system to bring gas to market. Owns 
local underground storage. Rev. breakdown: resident'l & comm'l. 
84%; ind., 10%; transport. and other, 6%. Employs 1,291. Has abt 
9,200 corn. shrhidrs. Insiders own about 1% of cam. (4105 proxy). 
CEO: Mark S. Dodson. Inc.: OR. Addr.: 220 NW 2nd Ave., Portland, 
OR 97209. Telephone: 503-226421 1. Web: www.nwnatural.com. 

the 12 months ended September 30th, and 
they should contribute to the bottom line 
in 2006. The storage business will likely 
add a few cents a share. too. Importantly, 
Northwest had bought most of its gas for 
the current heating season by August 1st; 
that should limit the average increase in 
residential bills to around 15%, which is 
well below the national average forecast 
increase. As a result, we do not expect in- 
dustrial gas volumes to suffer. 

$0.02 in 2004. Notably, bad debt expense Earnings will probably grow slightly 
remained at a low level of half a percent of faster than the industry average. 
revenues, despite higher gas bills. During Northwest has raised its customer count 
the September quarter, the Oregon Public a t  more than 3% per year for 19 years, and 
Ut!lity Commission renewed the compa- we see no reason why that should change. 
nys  "conservation" tariff for another four The company has enough good new cus- 
.,oQ..r - -A  ...,ie-rl i t r  rr\.mr9nn frnm anw +n +nmnr nr,,r.,nrtr lnl, ,,.- npIr i t r  tn 

I millions. adjuskd for stock split. Price Growth Persistence 55 I Firnlnnc Prdirtshilih, 
I 

' 2005. Value Line Publimn , ITY: All hls r e s d  Factual material IS obrained from sources beGeved 10 be reaable and is provlaed Wulout warlanncs 01 any lund 
HE PUBLISHER IS NOT RE?PONSIBL?FOR ANY ERRORS OR OMISSIONS HEREIN This ublicauon IS slncdy for subroibers om. noncommeual lrlernal UX! No pan 

a( t may ne reptoduced. r e d d  slued or uanmmed in any pnnkd. elecuomc a O U ~ Q  lorn a w8fa genaalurg a markeung any pnleo or electsonic pubhcaeon. s e w e  a po0ucC 

http://www.nwnatural.com


Trailing: 16.1 RELATIVE PEOPLES ENERGY NYSE-pGL IE'T 36.44 IETD 1 !j.t(Median: 14.0)lPIERAnO 0.851Y!'iD S.O%m 
4 39.9 40.1 40.3 46.9 46.0 45.5 Target Prici 

rlMEUNESS 5 L o w @ ~ l l ~ l ' f i  6 31.3 32.1 31.8 38.5 34.3 2008 I 200! 
SAFETY 1 Raised 9/29/95 

26.2 

- 

~ _ _  _ _ _  ~ . .  ~ 

Fiscal QUARTERLY REVENUES ($mill.) A Full & Dec.31 Mar.31 Jun.30 Sep.30 %Gi 
2002 377.5 522.8 347.1 235.1 1482.5 
2003 549.2 903.8 398.1 287.3 2138.4 
2004 604.9 927.0 401.1 327.1 2260.2 
2005 737.4 1026.9 455.9 379.4 2599.6 
2006 aos 1ii5 46s 370 275s 
Fiscal EARNINGS PERSHARE A B  Full z,:: Dec.31 Mar.31 Jun.30 Sep.30 
2002 .87 1.55 .33 ,051 2.80 
2003 .67 1.77 .22 .M F2.87 
2004 .85 1.46 .15 d.27 F2.18 
2005 .n 1.37 .18 d.06 2.26 
2006 .79 1.38 .22 .oi 2.40 
Calm QUARTERLY DIVIDENDS PAID C. FUN 

endar Mar.31 Jun.30 Sep.30 Dec.31 Year. 
2001 50 .51 .51 S I  2.03 
2002 .51 5 2  5 2  5 2  2.07 
2003 .53 .53 .53 .53 2.12 
2004 .54 .Ec .Ec .Ec 2.16 
ennc T A C  

rECHNlCAL 5 Raised 718105 divided b lnlered Rate 

BETA .I Il.M=MarkeIl 
)(rice strengm 1- 

2008-10 PR- 
Ann'l Total 

Price Gain Return 

'haded area indcafs 

Insider Decislons 

0 2 0 0 0 0 0 0 0  
oSell 0 3 0 0 0 0 0 0 0  
Institutional Decisions 

Hld's(000) 19746 22022 21808 I LIIIIlUUl 
1989 I 1990 I 1991 I 1992 I 1993 11994 1995 
36.42 I 35.63 I 33.69 I 31.54 I 36.09 I 36.70 1 29.60 
3.92 I 3.74 I 3.73 I 3.67 I 3.85 I 3.99 1 3.68 
2.39 2.07 2.05 2.06 2.11 2.13 1.78 
1.58 1.65 1.71 1.76 1.78 1.80 1.80 
4.15 3.15 3.10 3.40 3.77 2.50 2.75 

16.20 16.61 16.95 17.72 18.02 18.39 18.38 
32.62 32.70 32.76 34.77 34.88 34.87 34.91 

7.9 11.2 11.8 13.1 15.0 13.3 14.7 
.60 .83 .75 .79 .89 .87 .98 

CAPITAL STRUCTURE as of 5130105 1033.4 
62.2 

rota1 Debt $912.3 mill. Due in 5 Y n  $315.0 mill. 34.4y 
LT Debt $897.1 mill. LT Interest $50.0 mill. 6.0% 
[Total interest coverage: 4.7~) 49.2% 

50.8% 
Pension Assets-9/04 $544.9 mill. 1263.6 

Oblig. $515.8 mill. 1373.1 
7.0% Pfd Stock None 

as of 7/29/05 9.7% 
MARKET CAP: $1.4 billion (Mid Cap) NMF 
CURRENT POSITION 2003 ZOM 5130105 101% 

8.4% 7.1% 7.0% 6.5% 5.6% 6.3% 6.9% 

__. 

__ 

Common Stock 38,139.661 shs. 9.7% 
- 

d i  I I I 
I I 

I I I I 

. ..-. ...... ..*... ... 
I I ... - r.-..-...**j .... .... 

I I 1 1 . 1  I8 

4.98 4 92 4.44 4.74 5.58 
2.96 I 2:81 I 2.25 1 2.39 I 2.71 
1.82 I 1.87 I 1.91 1 1.95 I 2.00 
2.45 I 2.55 I 4.05 I 6.45 I 7.02 

19.49 I 20.43 I 21.03 I 21.66 I 22.02 
3496 I 3507 I 3526 I 3549 I 3530 
10.71 12.71 1621 1551 121 
67 I .73 I .84 I .88 I .79 

5.7% 1 5.2% 1 5.2% 1 5.3% I 6.1% 
1198.7 I 1274.4 1 1138.1 I 1194.4 1 1417.5 
103.4 1 98.4 1 79.4 1 84.8 1 96.1 

37.6% 36.4% 36.2% 35.9% 34.1% 
8.6% 7.7% 7.0% 7.1% 6.8% 

43.6% 42.4% 41.1% 40.4% 35.1% 
56.4% I 57.6% I 58.9% I 59.6% I 64.9% 
1208.3 I 1243.5 I 1258.0 I 1290.5 I 1196.7 
1381.1 I 1402.2 I 1446.7 I 1519.8 I 1645.3 
10.3% I 9.5% I 7.8% 1 8.0% I 9.5% 
15.2% I 13.7% I 10.7% I 11.0% I 12.4% 
15.2% I 13.7% I 10.7% I 11.0% I 12.4% 
5.9% I 4.7% I 1.7% I 2.1% I 3.4% 
61% 66% 84% I 81% I 73% 

S S  PeoDles Enerav Comoration distribute 

34.3 27.8 34.9 

13.9% I 12.3% I 12.3% 

64% I 73% 1 73% 
natural gas via Purcha 

j ! I I I 

3#== 4: TOT. RETURN 11/0! 

1.02 Relative PIE Ratio 
Avg Ann'l Div'd Yleld 

3.6% I 3.3% I 3.3% lNet Profit Margin 
50.8% I 52.0% I 52.0% ILong-Term Debt Ratio 
49.2% I 47.2% I 48.0% ICommon Equity Ratio 
1767.5 I 1695.7 I 1705 /Total Capital ($mill) 

(ISILL) 
Cash Assets 
Other 

Accts Payable 236.6 144.7 163.5 
Debt Due 207.9 55.6 15.2 1 

156.1 335.8 392.4 Other 
Current Liab. 600.6 536.1 571.1 

--- 
Fix. Chg. Cov. 259% 304% 388% 
ANNUAL RATES Past Past Est'd '02-'04 
of change (per sh) 
Revenues 
"Cash Flow" 
Earnings 
Dividends 
Book Value 

10Yrs. 
5.0% 
4.5% 
3.5% 
1.5% 
2.5% 

5 YK. 
10.0% 
4.0% 
2.0% 
2.0% 
2.5% 

to '08.'10 
9.0% 
4.0% 

1.5% 
2.0% 

3.0% 

(150,000), in Chicago and northeastern Illinois. Fiscal 2004 volume: 
229 bill. cu. R.: residential, 51%; commercial, 9%; industnal, 2% 
other, 38%. Main supplier is Natural Gas Pipeline Co. of America. 

Fiscal 2005 (ended September 30th) 
was not the best year for Peoples En- 
ergy. For the full year, operating results 
for the core gas distribution business were 
negatively impacted by an 5% decline in 
gas deliveries, to 218 billion cubic feet. 
This resulted in a $7 million dip in operat- 
ing income for the division. Deliveries fell 
due to a combination of warmer weather, 
lower average use per customer, and a 
decrease in customer count. Indeed, 
weather for the year was 9% warmer than 
normal and 4% warmer than last year. 
Higher pension and bad debt expenses 
didn't help matters either. We believe that 
bad debt expenses and conservation could 
prove worse than management presently 
anticipates this fiscal year, which will 
depress earnings. Peoples is filing rate 
cases this January for its two utilities. 
seeking a total of $90-115 million that 
would become effective at the beginning of 
2007. Meanwhile, 
Production in the Oil and Gas seg- 
ment continues to fall. Overall prod- 
uction declined nearly 12% in fiscal 2005. 
Management once again cited ongoing tim- 
ing delays with the company's drilling pro- 

G& costs and revenue taxes accounted for 67 

tange 
2010 
-120 
- 100 
-80 
- 64 
- 48 

- 32 
- 24 
- 20 
-16 
-12 

-8 

- - 
- 

18.10 
88.55 
7.15 
3.10 
2.32 
6.55 

25.85 
35.00 
17.0 
1.15 

4.4% 
31 00 

110 
35.5% 

3.5% 
49.5% 
50.5% 

1795 
2105 
7.5% 

12.0% 
12.0% 
3.0% 
74% 

- 
- 
- 

- 
- 
- 
- 
- 

- 

of gas 
ge: 10 
i own 

1% of common (1/05 Proxy). Chairman and CEO: Thomas M. 
Patrick. Inc.: Illinois. Address: 130 East Randolph Drive, Chicago, 
IL 6060i. Telmhone: 312-2404000. Internet: w.Decom.com. 

gram, in addition to  well performance is- 
sues, pipeline curtailments, and equip- 
ment downtime. Peoples' production seg- 
ment was again overly hedged in the Sep- 
tember quarter and suffered $7.7 million 
in mark-to-market losses. 
We have lowered our share earnings 
estimate for fiscal 2006 by $0.30, to 
$2.40. This is near the upper end of man- 
agement's reduced target range. The full 
weight of rate relief and the expiration of 
profit-crimping hedges may not help until 
fiscal 2007. A t  this level of earnings, the 
company's payout ratio stands dangerous- 
ly close to 95%, a level we feel is un- 
sustainable over the long haul. This leads 
us to wonder whether dividend increases 
will be slow to  come in the future. Non 
core operations have not been enough to  
cover the faltering gas distribution busi- 
ness. That said, we believe the dividend is 
safe for now, though we expect manage- 
ment might choose to  halt quarterly in- 
creases, or keep them to one-half cent per 
share, rather than the one cent gains 
shareholders were used to in the past. 
Peoples stock is untimely. 
Edward Plank December 16, 2005 

~~~ 

A) Fiscal year ends Sept. 30th. (C) Dividends historically paid midJanuary, $74.0 mill., $1.96kh. Company's Financial Strength A 
8) Basic earnings per share. Excludes acct'g April, July, October. Dividend reinvestment (E) In millions. Stock's Price Stability 95 
iaindllosaesk '89. 50.30: '99. $0.22: '00. olan available. IF) Earninas don't sum due to chanae in Price Growth Persistence 45 

~ ..... . . , ~ . ~ ~ ,  ~ , _  

$0.27). Next'eamings report due late Jan. 
3 2005 Value Line Publishm IK All rights reserved. Factual material is obtained from 5wrces believed to be reliable and is povided withaul warranties of any kind. 
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49.0% 
608.4 
748.3 
7.3% 

IOSell 51 35 42 traded 2 - 
HlSs(W0) 12752 15608 12984 
1989 11990 I I991 I1992 11993 I1994 

51.0% 51.0% 5 t O X  Common Equity Ratio 52.0% 
675.0 770 850 TotalCapital($rnill) 1135 

7.9% 8.0% 8.0% Return on Total Cap'l 7.0% 
799.9 860 940 Net Plant ($mill) 1120 

15.27 14.40 15.10 16.67 17.03 17.45 
1.50 
.83 1 1 1 ':;: 1 '1; 1 

88% 

.71 1 .68 1 .70 1 .71 1 .72 1 .72 
2.27 2.11 2.17 1.69 1.87 1.93 
6.74 6.79 6.77 6.95 7.17 7.23 

16.96 18.06 18.48 19.00 19.61 21.43 

85% 84% 112% 72% 67% 76% I 62% 

1.06 

CAPITAL STRUCTURE as of 9130105 
M a l  Debt $392.9 mill. Due in 5 Yrs $58.5 mill. 
LT Debt $319.1 mill. LT Interest $20.5 mill. 
:Total interest coverage: 5.0~) 

57% 

Pension Assets-12/04 $107.5 mill. 

Pfd Stock none 
Oblig. $100.5 mill. 

52% 1 47% I 47% ]All Div'ds to Net Prof 1 51% 

Common Stock 28,703,549 common shs. 
[as of 11/8/05) 

MARKET CAP $850 million (Small Cap) 
CURRENT POSITION 2003 2004 9/30/05 

Gal- QUARTERLY REVENUES (S mill.) 
endar Mar.31 Jun.30 Sep.30 Dec.31 
2002 177.0 84.2 69.1 174.8 
2003 279.9 106.2 90.1 220.6 
2004 307.6 136.5 129.5 245.5 
2005 328.5 154.0 157.0 260.5 
2006 340 170 165 275 
Gal- EARNINGS PER SHARE' 

endar Mar.31 Jun.30 Sep.30 Dec.31 
2002 3 3  .03 d.14 5 0  
2003 .92 .08 d.07 .44 
2004 .91 .15 .02 5 0  
2005 .96 .27 .09 .55 
2006 1.00 .30 .I3 .57 
Gal. QUARTERLY DIVIDENDS PAID 

endar Mar.31 Jun.30 Sep.30 Dec.31 
2001 ,182 ,185 ,185 ,185 
2002 .I85 .188 ,188 38 
2003 - -  ,193 ,193 ,395 
2004 - -  .202 ,202 .415 
2005 - -  ,213 ,213 ,438 

($MIL.) 
Cash Assets 4.4 5.3 6.7 

261.4 278.6 287.8 Other 
Current Assets 265.8 283.9 294.5 

--- 

FUII 
Year 

505.1 
696.8 
819.1 
900 
950 
Full 
Year 
1.22 
1.37 
1.58 
1.87 
2.00 

FUII 
Year 

.74 

.94 

.78 

.82 

Accts Payable 80.3 118.8 136.7 
Debt Due 118.1 97.6 73.8 

70.1 68.9 113.4 Other 
Current Liab. 268.5 285.3 323.9 

--- 

$0.09); '05, ($0.01). Excl. gain due to 
j change: '93, $0.04; '01, $0.14. Next egs. 
t due late January. 
lividends paid early Apr., Jul., Oct, and . . .  

late Dec. Div. reinvest. plan avail. (2% disc.). 
(C) Incl. regulatory assets ($76.2 mill.): at 
9/30/05, $2.65 per shr. 
(D) In millions, adjusted for split. Earnings Predictability 85 

16.50 16.52 16 18 20.89 17.60 22.43 35 30 20.69 
1.65 I 1.54 I 1:60 I 1.44 I 1.84 I 1.95 I 1:90 I 2.12 
.A3 35 .86 .64 1.01 1.08 1.15 1.22 
.72 .72 .72 .72 .72 .73 .74 .75 

2.08 2.01 2.30 3.~6 2.19 2.21 2.82 3.47 
7.34 8.03 6.43 6.23 6.74 7.25 7.81 9.67 

21.44 21.51 21.54 21.56 22.30 23.00 23.72 24.41 
12.2 13.3 13.8 21.2 13.3 13.0 13.6 13.5 
.82 .83 .BO 1.10 .76 35 .70 .74 

7.2% I 6.4% I 6.1% I 5.3% I 5.4% I 5.2% I 4.7% 1 4.6% 

353.8 1 355.5 I 348.6 1 450.2 1 392.5 1 515.9 1 837.3 1 505.1 

422.7 I 423.9 I 456.5 I 504.3 I 533.3 I 562.2 I 607.0 1 666.6 
7.8% I 7.9% 1 6.7% I 5.3% I 7.4% I 7.4% I 6.9% 1 7.6% 

11.2% I 10.5% I 10.5% I 8.1% 111.7% 112.1% 112.1% 112.4% 
11 2% I 10.6% I 13.3% I 10.3% I 14.6% I 14.8% I 12.8% I 12.5% 
1.4%1 1.6%1 2.1%1 N M F /  4.2%) 4.8% I 3.5% 14.7% 

lE!.ATNE 

20.3 Target Pr ice Range 
2008 2009 2010 15.3 1 :"9? I %:: 1 1 1 I 1  

80 
60 
50 
40 
30 
25 
20 
15 

I I I I ! 10 

X TOT. RETURN 11/05 

STOCK INDEX 
. 15.3 10.4 
. 97.5 74.6 

mls VLIWTK 

1:; ~ 1:;; 1 1:;;. 200 i1.)1pershA 1 ;; 
2.36 2.67 3.20 3.80 Cap'l Spending per sh 3.25 

11.26 12.41 13.65 15.10 Bookvalue pershe 18.90 
26.46 27.76 28.70 29.00 Common Shs Outst'g 3f.00 
13.3 14.1 Bdd fia res are Avg Ann'l PIE Ratio 14.0 

.93 Div'ds Decl'd per sh 6 "F' J"'kIiveP/ERat; .76 I .75 1 I .95 
4.3% 3.7% tes Avg Ann'l Div'd Yield 3.6% 
696.8 819.1 950 Revenues ($mill) 1130 
34.6 43.0 53.0 58.0 Net Profit ($mill 70.0 

40.6% 40.9% 40.5% 40.5% IncomeTaxRate 40.5% 
5 0% I 5.2% I 5.9% I 6.1% lNet Profit Margin 1 6.2% 

I 48.0% 50.8% I 48.7% I 49.0% I 49.0% /Long-Term Debt Ratio 

11.5% I 12.4% I 13.5% I 13.0% IReturn onShr.Esuity I 11.5% 
11.6% I 12.5% I 13.5% I 13.0% IReturn on Com Equh I 11.5% 
5.0% I 5.9% I 7.0% I 7.0% /Retained to Corn Eq I 6.0% 

314,000 customers in New Jersey's southem counties, which cover 
2,500 square miles and include Atlantic City. Principal suppliers in- 
clude Transcontinental Gas Pipeline and Columbia Gas Pipeline. 
Gas revenue mix '04: residential, 31%; commercial and industrial, 

South Jersey Industries is on pace for 
another good year in 2005. I t  reported 

643 employees. 0ffs.ldirs cntd. 1.4% of com. shares; Dimensional 
Fund Advisors, 7.4% (3/05 proxy). Chnn. 8 CEO: Edward Gra- 
ham. Incorp.: NJ. Address: 1 South Jersey Plaza, Rte. 54, Foisom, 
NJ 08037. Telephone: 604561-9000. Web www.sjindustries.com. 

earnings i f  $37.1 million over the first 
nine months, up nearly 30% from the year- 
ago period. These results were driven by 
strong profits at the company's utility seg- 
ment, along with an expanding nonregu- 
lated division (discussed below). Over the 
last 12 months, South Jersey Gas added 
9,068 customers, representing a near 3% 
growth rate, well above the national aver- 
age. Coupled with a strong housing mar- 
ket in South Jersey. profits in this unit 
will likely expand a t  a nice pace over the 
2008-2010 period. 
The company expects to make sig- 
nificant additions to its reserves for 
bad debt. This is due to the projected 
high natural gas prices this winter, which 
would result in higher heating bills, and 
the likelihood of customers being unable to 
afford these costs. South Jersey will take 
measures to promote budget billing op- 
tions and low-income assistance programs. 
South Jersey is experiencing solid 
growth from its nonregulated 
businesses. So far this year, the segment 
has contributed $12 million to earnings, 

43% above last year's tally. The Marina 
Energy unit should experience additional 
growth in the next few years, thanks to  ex- 
pansion projects under way. This includes 
the development of a landfill gas-to- 
electric power generation facility in War- 
ren Country, along with the expansion of 
its Atlantic City thermal electric plant to  
support the scheduled 500,000-square-foot 
expansion a t  the Borgata Hotel Casino 8t 
Spa. Profits from appliance services should 
rise. too, as penetration in the residential 
market is expanded and service in the 
commercial market is initiated, 
The company has implemented an 
early retirement program. This would 
provide South Jersey with significant fu- 
ture cost savings in the payroll, healthcare 
benefits, and pension areas. 
South Jersey is a good-quality equity. 
However, its dividend yield is below that 
of the average natural gas distributor cov- 
ered in The Value Line Investment Survey 
Over the 3- to  5-year pull, we look for con- 
tinued growth in the customer base, ex- 
pansion in the nonutility sector, and 
above-average dividend increases. 
Evan I. Blatter December 16. 2005 



aSd 0 0 4 1 3 7 0 5 7  
Institutional Declsions 

17.30 17.63 15.88 15.99 15.96 16.38 
19.32 20.04 20.60 20.60 21.00 21.28 

8.5 8.7 - _  16.6 26.5 14.0 
.64 8 5  - -  1.01 1.57 .92 

7.6% 8.9% 7.0% 5.2% 4.4% 4.7% 
CAPITAL STRUCTURE as of 9130105 

Total Debt $1359.2 mill. Due in 5 Yrs $505.0 mill. 
LT Debt $1249.2 mill. 
(Total interest coverage: 1.9~) 

Pension Arsets-l2104 $242.2 mill. 

Pfd Stock None 

Common Stock 39,124,126 shs. 
(as of 11/1/05) 

LT Interest $80.0 mill. 

Oblig. $319.4 mill. 

MARKET CAP: $1.0 billion (Mid Cap) 
CURRENT POSITION 2003 2004 9130105 

17.2 13.6 16.9 
($MILL) 

Cash Assets 
263.9 418.4 281.1 Other 

Current Assets 281.1 432.0 298.0 
--- 

Accts Payable 110.1 165.9 97.6 
Debt Due 58.4 129.8 110.0 

141.9 187.3 182.7 Other 
Current Liab. 310.4 483.0 390.3 

--- 
Fix. Chg. Cov. 182% 166% 183% 
ANNUAL RATES Past Past Est'd '02-'04 
ofchangebersh) 1OYrs. 5Yn. to'08-'10 

"Cash Flow" 3.0% 4.5% 6.0% 

Dividends 1.0% - -  1.5% 

Revenues 4.0% 6.0% 3.5% 

Earnings 4.0% 1.5% 10.5% 

Book Value 1.5% 4.0% 4.0% 

...... '4 1995 
23.03 
2.65 
.10 
.82 

6.79 
14.55 
24.47 
NMF 
NMF 
5.4% 
563.5 

2.7 

.5% 

- 
- 
- 

- 

24.ox 

65.2% 
34.8% 
1137.8 
1024.0 

2.7% 
.7% 
.7% 

NMF 
NMF 

BUSll 

- 

- 

I I I I I I I 
I 

3.00 3.85 4.48 4.45 4.57 4.79 5.07 5.11 
25 I .77 I 1.65 I 1.27 I 1.21 I 1.15 I 1.16 I 1.13 

4.7% I 4.4% I 3.8% I 3.1% I 4.2% I 3.8% I 3.6% 1 3.8% 

644.1 1 732.0 I 917.3 I 936.9 1 1034.1 1 1396.7 11320.9 1 1231.0 
6.6 I 20.8 I 47.5 I 39.3 I 38.3 I 37.2 I 38.6 I 38.5 

37.1% I 29.2% I 43.4% I 35.5% I 26.2% I 34.5% I 32.8% I 30.5% 
1.0% 2.8% 5.2% 4.2% 3.7% 2.7% 2.9% 3.1% 

60.2% 63.6% 60.2% 60.3% 60.2% 56.2% 62.5% 66.0% 
34.4% 31.5% 35.3% 35.5% 35.8% 39.6% 34.1% 34.0% 
1104.8 1224.7 1349.3 1424.7 1489.9 1417.6 1748.3 1851.6 
1278.5 I 1360.3 I 1459.4 I 1581.1 I 1686.1 I 1825.6 1 1979.5 I 2175.7 

2.8% I 3.9% I 5.8% I 4.8% I 4.6% I 5.1% I 4.3% I 4.2% 
1.5% 4.7% 8.9% 7.0% 6.5% 6.0% 5.9% 6.1% 
1.7% 5.4% 10.0% 7.8% 7.2% 6.6% 6.5% 6.1% 
NMF NMF 5.0% 2.8% 2.4% 1.9% 1.9% 1.7% 
NMF I 107% I 50% 1 64% I 67% I 71% I 70% 1 72% 

%TOT. RETURN 1110 
THIS YLARn 

STOCK INMI 
. 8.4 10.4 
. 33.4 74.6 

5.57 1 5.40 I 5.85 1"Cash Flow" Der sh 
1.66 f.40 1.65 Earningspersh 
.82 .82 .82 Div'ds Decl'd per sh C. 

8.23 I 6.40 6.40 CaD'l SDendina Der sh 

1477.1 1 1720 I fa00 /Revenues ($mill) A 

58.9 1 55.0 65.0 1; Profit ($mill) 1 34.8% 35.0% 35.0% Income Tax Rate 
4.0% 3.1% 3.5% Net Profit Margin 

64.2% 6f.5% 60.5% Long-Term Debt Ratio 
35.8% 38.5% 39.5% Common Equity Ratio 
1968.6 2030 2060 Total Capital (Smilll A 

I I I 
SS: Southwest Gas Coroorabon IS a reoulated aas distnb- sets fmm Anzona Public Service In 1984. Sold PnMent E 

- 

~~ 

1.5 

47.M 
7.06 
2.4 

6.2: 
23.4 
41.51 

f.2( 
f.9% 
f 951 
1ln 

31.0% 
5.2% 

56.0% 
44.0% 

2225 
329: 
6.5% 

10.5% 
10.5% 
7.0% 
34% 

.a; - 
- 
- 

1a.c 

- 
- 

- 

- 

- 

( (aca " -  ~~ .~ ~~ ~~~~~ 

utor serving appmx. 1.6 million'customers in sections of Arizona. in '86) in 7/96. Has about 2,550 employees, 22,990 shareholders 
Nevada, and California. '04 margin mix: resid. and small commer- Officers & Directors own 1.8% of wmmon (6105 Proxy). Chairman. 
cial, 83%; large commercial and industrial, 4%; transportation, 13%. Thomas Y. Hartley. CEO: Jeffrey W. Shaw. Incorporated: CA. Ad. 
Annual volume: 2.2 billion therms. Principal suppliers: Ei Paso Nat- dress: 5241 Spring Mountain Rd., P.O. Box 98510, Las Vegas. N1 
ural Gas Co. and Northwest Pipeline Corp. Acquired gas utility as- 89193-8510. Telephone: 702-876-7237. Internet: www.swgas.com. 

Southwest Gas had a stronger-than- 
expected third-quarter. Share loss of 
$0.43, was above our estimate of $0.55, 
and a solid improvement over last year. 
The company is finally beginning to see 
the results of its rate case initiatives bear 
fruit. Indeed, rate relief in Nevada and 
California, coupled with an incremental $4 
million in gross margin from customer ad- 
ditions, accounted for the improvement. 
The company is awaiting a rate-case 
decision in Arizona, which would 
mitigate the impact of weather on earn- 
ings and allow the company to  recover its 
higher costs - all of which should benefit 
earnings going forward. Importantly. with- 
out the change in rate design, we think 
that Southwest's return on equity will con- 
tinue to lag that of its peers. We suspect 
that Southwest will receive a t  least half of 
the $70.8 million it is seeking from the 
Arizona Corporation Commission (ACC). 
The proposed rate increase includes com- 
ponents designed to more closely tie the 
company's revenues to the fixed costs in- 
curred in providing service. One proposed 
enhancement to the rate schedule is to 
shift more revenue into lower-usage peri- 

ods and away from peak winter periods 
that depend on cold weather, which would 
reduce SWXs exposure to potentially 
warmer-than-normal temperatures. A de- 
cision is expected in early 2006. 
During the last twelve months, South- 
west added a record 79,000 customers. 
Typically, this pace of customer growth, 
while impressive, has been a doubled- 
edged sword for the company, given the 
implicit costs associated with such rapid 
expansion, but the improved rate structure 
is helping to  ease the burden. 
Southwest shares are not a standout. 
The company's balance sheet remains fair- 
ly highly leveraged, and higher interest 
rates have raised the cost of SWXs 
variable-rate debt. Plus, since dividend 
payments have not expanded in almost a 
decade, SWX shares are not all that  ap- 
pealing as  an  income vehicle. At  about 3%, 
the dividend yield remains decent, but we 
think investors may want to look else- 
where for now. While we feel that the util- 
ity is showing signs of stabilizing earnings, 
a favorable award from the ACC is key tc 
the long-term story here. 
Edward Plank December 16, 200: 

I _  

T ,  16$; '02, (IO$). Ind. asset writedown: June, September, December. Company's Financial Strength B 
t: '93. 446. Excl. loss from disc. ODS.: 95. Div'd reinvest. Dlan avail. ID1 In millions. Stock's Price Stability 95 
lexi egs.'report due late January.' 

a Mos. Value line Publishin , Inc All righIs reserved. Factual material IS obtained ham sources believed to be reliable and is povided without Warranbes d any kind. 
THE PUBLISHER IS NOT RE&ONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This ublication is micay lor subscriber's o m  non-commwcial internd use. NO pan 
d 1 may be reproduced. resold. stored or tanmined in any printed. electronic or Mher form, 01 use%h genefahg or marketing any printed M electrmic publicition. service M produd. 

(E) Quarters may not sum due to change in 
shares outstanding. - . . , . .  vidends historically paid early March, . I 
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WGL HOLDINGS NYSE-WGL 
T&IEUNESS 5 Lowered912105 

SAFETY 1 Rased412193 7"yt/J;x& 
TECHNICAL 3 Lowered8112105 divided b lnleres! Rate 

, . , , Rdarive hCe suensm 
BETA .80 (l.W=Market) 2-lw.1 split 5/95 

2008-10 PROJECTIONS ojg$%a ind, 

High 21.3 22.4 25.0 31.4 30.8 29.4 
Low: 16.0 16.1 19.1 20.9 23.1 21.0 

Ann'l Total 
Price Gain Return 

High 35 (+15% 70/. 
Low 30 
Insider Decisions 

I 

(NiA 4% ,+ '111 

earnings report due late January. 
lividends historically paid eady February, 04: $156.5 million, S3.221sh. 
August, and November. m Dividend rein- (E) In millions, adjusted for stock split. 

!D) Includes deferred charges and intangibles. 

lent olan available. 

J F M A H  J J A S  
0 0 0 0 0 0 0 0 0  

bSdl 0 0 0 0 1 0 0 1 0  

* .  gXs 0 0 0 0 1 0 0 1 0 .+ . --*.........c 

Institutional Decisions 

Company's Financial Strength A 
Stock's Price Stability 100 
Price Growth Persistence 80 
Earninas Predictabilitv 60 

1:;; ~ ;:2! 1 1 1.27 1 1.31 ~ I:: 
3.00 2.38 2.05 2.17 2.43 2.84 
9.86 10.17 9.63 10.66 11.04 11.51 

38.70 39.23 39.89 40.62 41.50 42.19 
10.6 11.7 12.8 13.6 15.6 14.0 

1.07 1.09 

.80 .87 .82 .a2 .92 .92 
7.5% 6.9% 7.2% 6.2% 5.3% 5.6% 

CAPITAL STRUCTURE as of 9/30/05 
Total Debt $675.2 mill. Due in 5 Y n  $330.0 mill. 
LT Debt $584.2 mill. LT Interest $40.0 mill. 
(LT interest earned: 4 . 7 ~ ;  total interest coverage. 
4.5x) 
Pension Assets-9/04 $683.1 mill. 

Preferred Stock $28.2 mill. Pfd Div'd $1.3 mill. 

Common Stock 48,704,000 shs 

MARKET CAP. $1.5 billion (Mid Cap) 

Oblig. $655.8 mill. 

CURRENT POSITION 2003 2004 9130105 

4.5 6.6 4.8 
($MILL) 

Cash Assets 
404.4 426.3 476.2 Other 

Current Assets 408.9 432.9 481.0 
Accts Payable 142.7 179.0 204.9 
Debt Due 178.9 156.3 91.0 

64.5 77.6 115.5 Other 
Current Liab. 386.1 412.9 411.4 
Fix.Chg.Cov. 487% 449% 460% 
ANNUAL RATES Past Past Est'd '02-'04 
of change (persh) 10 Yn. 5Yn. to'08-'10 

"Cash Flow" 4.5% 4.0% 5.0% 
Earnings 3.0% 2.0% 5.0% 

Book Value 4.0% 3.0% 5.0% 

- - ~  

--- 

Revenues 6.5% 11.5% 5.5% 

Dividends 1.5% 1.5% 2.0% 

2004 585.3 862.2 356.9 285.2 
2005 624.1 931.5 346.6 284.1 
:OOl 1 645 935 385 310 
Fiscal EARNINGS PER SHARE A B  z,$da: Dec.31 Mar.31 Jun.30 Sep.30 

66 1.09 d.14 d.47 

1.63 d.17 d.23 
2006 .E? 1.54 d.f4 d.37 
Cri- QUARTERLY DMDENDS PAID C. 

en& I Mar.31 Jun.30 Sep.30 Dec.31 
2001 I 31 -315 .315 315 
2002 ,315 ,318 ,318 .318 
2003 ,318 .32 .32 .32 
2004 .32 ,325 ,325 ,325 
2005 ,325 ,333 ,333 ,333 

A) Beginning 1989, fiscal years end SI 
3Oth 
B) Based on diluted shares. Excludes 
,ecurring losses: '01, (l3$); '02, (Ne). 

- 
Full 

Fisca 
Year 

1584.t 
2064.: 
2089.t 
2186.: 
2275 
Full 

Fisca 
Year 
1.14 
2.3C 
1.9e 
2.11 
1.96 
Full 
Year 
1.26 
1.27 
1.28 
1.30 

- 

- 

- 
- 

non- !F Ma 
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.85 I .72 1 .73 1 * .  
6.1% 5.4% 5.0% 4.5% 
828.7 969.8 1055.8 1040.6 
62.9 81.6 82.0 

37.4% 37.7% 36.9% 35.6% 
7.6% I 8.4% I 4 T A i  1 6.6% 

37.8% 37.6% 40.3% 
58.9% I 59.4% 1 56.2% 1 57.1% 
870.6 941.1 1049.0 1064.8 

77% I 62% I 63% 1 78% 

Target Pr ice Range 
2008 I2009 12010 

! ! 80 
60 
50 
40 
30 
25 
20 
15 

I I I I I I I I I i 

20.92 22.19 29.80 32.63 42.45 42.93 44.89 46.70 Revenues persh A 54.00 
2.74 3.20 3.24 2.63 4.00 3.87 4.00 4.00 "Cash F1ow"per sh 4.70 
1.47 1.79 1.88 1.14 2.30 1.98 2.11 1.90 Earnings persh FJ 240 
1.22 1.24 1.26 1.27 1.28 1.30 1.32 f.34.Div'dsDecl'dpersh cm 1.43 
3.42 2.67 2.68 3.34 2.65 2.33 2.55 4.fO Cap'l Spending persh 2.55 

14.72 15.31 16.24 15.78 16.25 16.95 f7.80 18.65 BookValuepersh 2f.75 
46.47 46.47 48.54 48.56 48.63 48.67 48.70 48.70 Common Shs Outst'g E 48.80 

17.3 14.6 14.7 23.1 11.1 14.2 14.8 Avg Ann'l PIE Ratio 14.0 
.99 .95 .75 1.26 .63 .75 .77 Relative PIE Ratio -95 

4.8% I 4.8% I 4.6% I 4.8% 1 5.0% I 4.6% 1 4.2% I 
972.1 I 1031.1 I 1446.5 I 1584.8 I 2064.2 I 2089.6 I 2186.3 I 

Avg Ann'l Div'd Yield I 4.3% 
I 2635 2275 IRevenueslSmilll A 

68.8 I 84.6 I 89.9 I 55.7 I 112.3 I 980 I 104.8 I 98.0 lNetProfit(Smilli I 120 
36.0% I 36.1% I 39.6% I 340% 1 38.0% I 38.2% I 38.0% I 38.0% IlncomeTax Rate I 38.0% 
7.1% I 8.2% I 6.2% I 3.5% I 5.4% I 4.7% I 4.8% I 4.3% INetProfitMargin I 4.6% 

I 37.0% 41.5% I 43.1% 1 41.7% I 45.7% I 43.8% I 40.9% I 38.8% 1 38.0% ILonq-Term Debt Ratio 
56.1% I 54.8% 1 56.3% I 52.4% I 54.3% I 57.2% I 59.4% I 60.5% ICommonEquity Ratio I 61.0% 
1218.5 I 1299.2 I 1400.8 I 1462.5 I 1454.9 I 1443.6 I 1507.7 1 1555 [Total Capital ($mill) I 1780 
1402.7 1460.3 1519.7 1606.8 1874.9 1915.6 1969.7 2f20 NetPlant ($mill) 2495 
7.1% 7.9% 7.9% 5.3% 9.1% 8.2% 7.0% 6.5% RetumonTotal Cap'l 7.0% 
9.7% 11.4% 11.0% 7.0% 13.7% 11.5% ff.5% f0.5% Return on Shr. Equity 10.5% 
9.9% 11.7% 11.2% 7.2% 14.0% 11.7% ff.5% 10.5% Return on Com Equity 1f.W 
1.8% 3.7% 3.8% NMF 6.2% 4.1% 4.5% 3.5% RetainedtoCom Eq 4.5% 
82% 69% 67% 112% 56% 65% 63% 67% AllDiv'dstoNetProf 60% 

BUSINESS: WGL Holdings, Inc. is the parent of Washington Gas vides energy related products in the D.C. metro area: Wash. Gas 
Light, a natural gas distributor in Washington, D.C. and adjacent Energy Sys. designshnstalls comm'l heating, ventilating, and air 
areas of VA. and MD. to resident'l and cornm'l users (1,012,105 cond. systems. Has 1,914 employees. Offldir. own less than 1% of 
meters). Hampshire Gas, a federally regulated sub., operates an the common stock (1/05 proxy). Chairman & CEO: J.H. DeGraffen- 
underground gas-storage facility in WV. Non-regulated subs.: reidt. Inc.: D.C. and VA. Address: 1100 H St., N.W., Washington, 
Wash. Gas Enerav Svcs. sells and delivers natural oas and Dro- D.C. 20080. Tel.: 202-624-6410. Internet: www.walholdinas.com. 

http://www.walholdinas.com
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American States is a public utility company engaged ~ ~ ~ e ~ p a J 1 ~  in ~ ~ t e p u ~ h ~ ~ t e ,  ~ o ~ u ~ i ~ ~ ,  d ~ s ~ ~ ~ u ~ i ~ n  and sale af 
water. The cxtrnpany a I s 4 ~ j s ~ ~ j b ~ ~ e ~  eledriGity in some communities. in the customer sewice areas for bath water 
and electric, rates and operations are subject to the jurisdiction of the California Public Utilities Commission. 

~~~~~~~ In ~~~~~~~~~ 

AMER STATES WTR 
E30 East Foothill Boulevard 
San Dlrnas. CA 91773 
Pf2one. 93% 3i&b3800 
Fax: 909 394-Df11 

~ . ~ s w ~ ~ ~ r . ~ ~ ~  
I: invostarinfo~asweter.eom 
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82,095 
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California Water Service Company's business, which is carried on through its operating s ~ b s i ~ i a r i ~ ,  consists of the 
production, purchase. storage, purification, distribution and sale of water for domestic, industn'af, public and irrigatron 
uses, and br fire protection. It afso provides water related sewices under agreements with rnunic~pal~t~e~ and other 
private companies. The nonreputated sentices incfude full water system operation, and billing and meter reading 
setvices. 

~~~e~~~ ~~~~~~~~~~~ 

CALIF WATER SVC 
1720 Nom FDrst Street 
San Jost?, CA 951 12 
moo@: 408 3s7-saoo 
Fax: 408 437-9185 
Web: ~ ~ . G a i w a ~ ~ r . c o m  
Emeil, ktichtenherg@calver~~~m 

tnGusfly 

42.53 
42.53 
32 6.4 
0.1 1 

39,030 
41 
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PIE EP5 Growth Safes Growth 
Current FY Estimate, 25.1 4 xi. Previous Year ~ ~ . 0 ~ ~ ~ ~  vs, Prevaclus Year 
Trailing 12 Months: 30.36 vs. Previous Cluarter -54.93% vg. Previous Qu&m: 

PEG Ratio 2.79 

2.50 
2.50 

T2.20% 
-23.03% 

2.83 
2.62 
2 4 0  

8.49 
8.05 
7 '40 

47.96 
37.99 
48 71 
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~ u ~ ~ w e ~ ~  Water Company provides a broad range of utility and utility manaaenient services znd SE?IVOS people 
from coast to coast. Through its various subsidiaries, Southwest operates and manages water and wastewater 
~ ~ a ~ ~ R t  facilities along with providing utii&y ~ ~ b ~ e t e r ~ ~  and billing and callection services. 

;Zacks Rank 
Yesterday's Close 
52 Weak High 
52 Week Low 
esta 
23 13331 Movrng Average 
Target Prce Co0sensu.i 

3 
1628 
16 28 
9,43 
0.3 1 

100,828 
12.38 

9 -04 
22.27 
13 '17 

21 53 

350 46 

1,089,866 
11.13 

1212 7;2002 
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Sales ~~0~~~ PIE EPS ~r~~~ 
Ctrrrent FY Estimate: 36 56 vs Previous Year 27 .I 5% vs. Previous Year 
T ratling 12 Months: 6331 vs. Previous Quartex 0.009& vs. Previous Quarter: 
PEG Ratio 8 .cis 

- 
1.30 
1.17 

2 70 
2.38 

45 44 
50 41 
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Aqua America is the largest p u b l j ~ l ~ - ~ r a ~ ~ ~  U.S.-baased water utility serving residents in ~ ~ n n s y i v ~ n ~ ~ ,  Ohm, fllinois, 
Texas. New Jersey, Indiana, Virginia, Florida, Natth Carofina, Maine, Missouri, New York, South Carolina and 
Kentucky. The company has been committed to the presewatjan and improvement ofthe ~ ~ ~ j r ~ n r n e n ~  t ~ r ~ u ~ ~ ~ u ~  its 
history, which spans more than I00 years. 

~~~~~~ ~~~~~~~~~~ 

AQUA AMER 1NC 
76% vi. Lancastm Avenue 
B y n  MBw, PA d 901 0-3489 
Phone. G I O  527-8000 
Fax: 61 R 51 9-0969 
VQek ~ . a ~ ~ a ~ ~ ~ ~ ~ a . ~ ~ ~  
Emaii: investorreIations@~~uaameri~a corn 

S&w: Utilities 
Iedustry UTIL-WATER SPLY 

2 
27.87 
28.97 
13.79 
0.00 

350,790 
21.75 

http://2acks.com


%acks.com Page 2 of 2 

2.43 

3.78 
3.71 

18.70 
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52.32 
52.24 
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4 
2Q,19 
22.75 
38.49 

Q.OS 
51 5 2 5  
N 'A 

2 54 
-0 83 
3.49 

I1 44 

230.89 

289,721 
8 49 

72,2131 093 
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3.00 
3 00 
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Sales Growth 
12.1 1 ?& vs. Previous Year 5 3  "t34%> 

318.75% \IS. Previous Quartet: 231 -44% 

2.10 
2.65 
2.35 

2.80 
2.99 
3.25 

46.88 
d 0.42 
I 1.02 

57.12 
59.44 
55.94 
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Ke?ySpan C ~ ~ ~ r a ~ ~ n  provides a range of energy-related services ihrough ~ p e r a ~ i ~ ~ s  and i ~ v e ~ t m e ~ t s  in selected 
areas  of the energy industry. The Company engages  in four #re downstream businesses: natural gas ~ i s t ~ ~ ~ ~ j o n ~  
Electric Sentimes, Energy Services and Energy Investments. It also carnpetes in two additional lines of busrness: gas 
~ ~ p l o r ~ t i o n ~ n ~  production and select e ~ ~ r ~ ~ - ~ ~ ~ a ~ ~  investments, 

~~~~~~~ ~~~~~~~~~~~ 

KEYSPAM GORP 
175 East Old Country Road 
Micksvllle, NY 11801 
Phone: 51% 755-6650 
Fax: - 
Web' ww. k ~ ~ s p ~ n e n e ~ ~ ~ ~ o ~  
Email, ~ ~ r ~ f ~ ~ r ~ c ~ ~ r e s  k e y s p a n ~ n e r g y . ~ ~ ~  ~ 

SMor: Utilikes 
industry UT!L-GAS DlSTR 

Tacks Rack 
Yesterday's @loso 
52 Week Figh 
52 Vdeek Law 
seta 
20 Day Moving Aveaago 
Parget Pace Gso-reensils 

2 
40.41 
413.99 
33.03 

0.33 
756,500 

36.53 
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Inventory Turnover 
12'31 '05 
09:no:nij 
OG, 30,'05 
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2.813 

24.05% 
-2.93% 

3.31 
3.20 

6"1u 
6.63 

25.17 
27.73 

47.25 
45.30 
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UP TNC bG {?.i”vSE) Spon 

The bcfede Group. Ins. is a public utility engaged in the rebit d~stribu~jon and t ~ ~ n ~ p o ~ a t i o n  of natural gas. The 
Company, which is subject to the jurisdiction of the Missouri Pubtic Senrice Commtssion, serves the City of St. Louis, 
St. Louis County, the City of Si. Charles, St. Charies County, the town of Amold, and paits of Frankdin, Jefferson, St. 
Frmcois, Ste. Genevieve, Imo, bladison and Butler Counties, all in Missouri. 

Genera1 ~ ~ ~ ~ r ~ ~ t ~ ~ ~  
LACLEDE GRP IMC 
728 Olive Street 
St Lours, MO 631 01 
Phone: 3~~~~~~~~~~~ 
Fax: - 
ti\Jab: ~ . ~ ~ ~ ~ c f ~ d ~ ~ r o u ~ . c ~ ~  
Ernail: invasaorservices@lacIcdogas.com 

UTIL-GAS DISTR 
Utilltres 

rl 

33.30 
33 99 
27.37 
0.1 5 

73,500 
36 

10.63 
14 “48 
44 fro 

33.5 

33.0 

52.5 

32.0 

31.5 

31.6 
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2.33 

55.76% 
158.48% 

3.97 
3.00 
3 01 

2 69 
2 51 
2 58 

18 47 
1?”3J 
18 20 

46 38 
48 08 
48 92 
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4 "E? 

NW Natural is ~ r i ~ ~ p a ~ l y  engaged in the ~ i s ~ ~ b ~ t ~ o n  of natural gas.The Oregon Public ~ ~ l j ~ ~  C o ~ ~ i s ~ ~ o n  (OPUC) 
has albcated to NW Natural as its exciusive service area a major portion of western Oregon, including the Portland 
~ ~ ~ ~ p o l t ~ a n  area, most d the fertile W j i l ~ r n e ~ ~  Valley and the coastal area from Astoria b Coos Say. NW Natural 
aiso hoids mrt'rfimtes from the W a ~ h j n ~ ~ o n  nd Transportation Commission fWUTCj gfantjng it exclmive 
rights to sewe portions of three  ashi in^^^^ bordering the Columbia River. 

~e~~~~~ ~~~~~~~~~~~~ 

~~~~~~~~T NAT G 
220 R1 .w. Second Avencc 
Portland, OR 97209 
Phone: 503 226-42 11 

UTIL-GAS DlSf-R 
Ut il itres 

2 
33 98 
39 58 
33.?5 
0 '06 

121.875 
38,75 

tattiale to S&P 500 
-5,43 4 Week -5.40 
-1 82 12Weok -4,752 
-0.59 YTD "2.57 

2.00 
2.00 
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40.15% 
134.99% 

3.25 
3.47 

7.70 
7.41 

20.69 
21 ,e3 
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Psopfe's Energy Corporatian is sofely a holding company and does not engage directly in any business of its awn. 
Income is derived pnncipatiy from the company's utility subsidiaries, The Peoples Gas Light and Coke ~ o ~ p a ~ ~  and 
Nortn Show Gas Company. The company also derives income from its other subsidiaries, Peaples District Energy 
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South Jersey In& Inc. is engaged in the business af operating, through subsidiaries, various business enterprises. 
The company's most ~ i g n ~ ~ c a n ~  subsidiary is South Jersey Gas Company {SJG). SJG is a public utility company 
e n ~ a g e ~  in the purchase, transmission and sale of natural gas for residential, commercial and industrial use. SJG 
also makes off-system sales d natural gas on EY wholesale basis to various customers on &e interstate pipeline 
system and transports natural gas. 
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WATER UTILITY INDUSTRY 
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The Water Utility Industry’s consolidation con- 

tinues to gain momentum, as industry leaders look 
for opportunities to buy out smaller companies 
that are struggling to keep up with escalating 
infrastructure costs and heightened regulatory 
requirements. 

Water Utility stocks are unlikely to outperform 
the broad market for the year ahead. With that 
said, however, some of these issues offer conserva- 
tive investors attractive risk-adjusted, total- 
return potential. 

Government Regulations 

In order to keep water supplies safe, national purifi- 
cation standards have been established that the water 
industry is required to meet. Amended in 1996. the Safe 
Drinking Water Act (SDWA) of 1974 authorizes the 
Environmental Protection Agency (EPA) to work with 
state and local governments to periodically test for 
impurities in drinking water and regulate the levels of 
contaminants that  are acceptable per a specified amount 
of water. These standards take into account the health 
effects of chemicals, measurement capabilities, and tech- 
nical feasibility. One of the most significant contami- 
nants that the industry screens for is arsenic, a natu- 
rally occurring substance. However, the EPA is in the 
process of lowering the tolerated amount of arsenic to 10 
parts per billion from 20 parts currently. The change is 
expected to be in effect by January, 2006. Large chunks 
of water utilities’ annual capital budgets are already 
spent on infrastructure maintenance and improvements 
in order to stay in compliance with the SDWA, the Clean 
Water Act, and numerous state and local laws. This 
percentage is likely to climb even higher, as  fears of 
terrorism have prompted officials to further tighten 
regulation requirements. 

Rising Infrastructure Costs 

Along with the necessity to remain in compliance with 
increasingly strict water purity standards, water com- 
panies are also being pressured to continually upgrade 
aging facilities. Many of the waterlwastewater systems 
that are presently in use were built over 100 years ago 
and are growing outdated. The costs associated with 
replacing these systems are dramatically higher now 
than when they initially were put in place. The EPA and 
other industry sources indicate that hundreds of billions 
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of dollars over the next 20 years will be needed to repair 
the nation’s entire water system. The Water Infrastruc- 
ture Network believes that there will be a $12 billion 
annual shortfall for wastewater infrastructure over that  
period, and long-term help from the federal government 
is needed to solve the problem. Water companies will 
most likely foot the majority of the bill, though, as 
budget deficits a t  state and local levels will limit funds 
dedicated to the industry. 

Industry Consolidation 

With the costs of meeting safe drinking water guide- 
lines on the rise, many smaller companies lack the funds 
to commit to long-term structural improvements. As 
such, these smaller water companies have been increas- 
ingly willing to accept takeover offers from larger suitors 
with significantly greater capital resources. The larger 
utilities benefit from economies of scale, which enables 
them to reduce overhead. In addition, the acquisitions 
usually enhance geographic diversity, reducing a compa- 
ny’s vulnerability to weather fluctuations. Then, too, a 
multistate territory helps to alleviate a company’s expo- 
sure to especially onerous regulatory atmospheres. 
Large foreign utilities have been particularly active in 
recent years, swallowing up domestic water companies 
in a n  effort to gain exposure to the United States’ steady 
population growth. 

Investment Advice 

None of the stocks under review are timely at this 
juncture, as poor weather conditions have resulted in 
inconsistent earnings patterns. Although Philadelphia 
Suburban, California Water Services Group. and Ameri- 
can States Water all have below-average total-return 
potential out to 2006-2008, income-oriented investors 
might may find one of these stocks attractive, given their 
favorable risk profile. Income-bearing stocks have 
gained some additional popularity of late, because of the 
recent federal tax bill that reduced the top rate investors 
pay on dividend income to 15%. As usual, though, we 
recommend that potential investors careful review indi- 
vidual reports before making any new commitments. 

Andre J. Costanza 
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The Water Utility industry continues to rank 

near the bottom of the Value Line investment 
universe. Infrastructure costs will limit earnings 
for at least the near future, as the high expenses 
associated with maintaining and improving the 
country’s water-distribution systems continue to 
rise. 

However, it appears that relief is on the way for 
some companies. Favorable regulatory rate case 
rulings have been handed down across the coun- 
try and look as though they might become the 
norm. 

Meanwhile, consolidation remains the name of 
the game. Although many of the industry’s smaller 
players lack the capital requirements to meet 
growing government regulations, larger compa- 
nies are using the consolidation as way to boost 
profitability via growing its customer base. 

Infrastructure Costs 

Infrastructure costs continue to climb higher as water 
utility companies, with little help from strapped govern- 
ment branches, are forced to deal with maintaining and 
upgrading existing facilities. Costs are becoming an  even 
greater concern as time passes because a number of the 
functioning systems currently in place are over 100 
years old and in need of significant repair. That said, we 
believe that it will take hundreds of billions of dollars to 
renovate existing pipelines over the next few decades. To 
make matters worse, the costs of staying in compliance 
with regulatory laws are growing even more difficult, 
due to fears of terrorist activities against the country’s 
drinking supplies. Although the Safe Drinking Water Act 
(SDWA) of 1974 remains the authority for the safety and 
purity of drinking water, recent amendments are mak- 
ing compliance even more demanding. In 1996, an 
amendment authorized the Environmental Protection 
Agency (EPA) to step up local compliance levels. And, 
governing law-makers now insist that the EPA work 
with local and state governments to test for impurities in 
drinking water and to regulate the levels of contami- 
nants that  are acceptable. 

A Buying Opportunity 

The growing regulations and costs associated with 
staying in compliance with government standards re- 
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lated to the quality and purification of drinking water is 
forcing many of the smaller water companies to look to 
larger suitors. Bigger companies with the market scale 
to withstand the current onslaught of costs are clearly 
taking advantage of this situation. Indeed, these firms 
are growing their businesses at relatively low costs as 
well as diversifying their operations into less regulated 
and more-rapidly developing areas of the U.S. Aqua 
America is a perfect example, making nearly 20 acqui- 
sitions since the close of last year. Aqua recently pur- 
chased a number of Pennsylvania-based companies in 
order to help drive top-line growth. We anticipate that 
the current consolidation theme will persist, as  we 
expect restructuring costs to continue to rise. 

Regulatory Assistance 

Although water utility company’s have been forced to 
deal with lethargic case rulings in the past couple of 
years, some governing bodies are picking up the pace. In 
California, for example, the California Public Utilities 
Commission (CPUC) has handed down a number of 
favorable rate-relief rulings in recent months, and more 
are expected. With the California electric crisis seem- 
ingly in the rearview mirror, the current administration 
seems intent on delivering more timely assessments. 
American States Water Company and California Water 
Service Croup have both seen profits benefit from recent 
case rulings over the past quarter. 

Investment Advice 

Most investors will want to take a pass on the stocks 
covered in the next few pages, as  they offer uninspiring 
returns out to decade’s end. In addition, not one of the 
stocks in this edition is ranked to outperform the market 
in the next six to 12 months. Nonetheless, income- 
oriented investors may like the industry’s solid dividend 
yields. California Water may have some added appeal for 
the risk-averse, given its above average Safety rank. 
Still, we advise that potential investors carefully review 
the individual reports in the ensuing pages before mak- 
ing a commitment to any of the stocks mentioned above. 

Andre J. Costanza 
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After showing some brief signs of a turnaround 
last year, the Water Utility Industry appears to 
have reverted back to its old ways. Feeling the 
effects of uncooperating weather conditions and 
high infrastructure costs, the stocks in this indus- 
try have had trouble meeting earnings expecta- 
tions and, as a result, have sorely underperformed 
the broader market in recent months. In fact, none 
of the water utility stocks that are covered in the 
next few pages are ranked better than 3 (Average) 
for Timeliness, based on our momentum based 
ranking system. As a whole, the industry ranks 
near the bottom of the Value Line investment 
universe. 

And the future does not look much brighter. 
Although a more favorable regulatory landscape 
and normalized weather conditions ought to pro- 
vide a better landscape, we are concerned that 
rapidly growing infrastructure costs will continue 
to undermine this group’s earnings out to late 
decade. 

Easing Tensions 

Although designed to keep a balance of power between 
consumers and providers, regulatory authorities, have 
long been a thorn in the side of water utility companies. 
Rate relief case decisions had often been unfavorable 
and untimely, with some rulings being pushed off for as 
long as two years. But, i t  finally looks as though things 
are taking a turn for the better, especially in the state of 
California. The California Public Utilities Commission 
(CPUC), which is responsible for ruling on general rate 
case requests in the Golden State, has been handing 
down more-favorable and timely decisions in recent 
months, thanks, in part, to the efforts of Governor 
Schwarzenegger. He has replaced members thought to 
be antagonists of rate relief with more-business-friendly 
members, and additional moves may be in the works. 
The recent changes makes for a favorable backdrop for 
water utility companies operating in California, such as 
American States Water Co. and California Water Service 
Group. 

costs 

But, while regulators are easing their stance on rate 
case decisions, this does not look to be the case for 
infrastructure demands. Many of the current infrastruc- 
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tures are upwards of 100 years old and are in severe 
need of maintenance and, in some cases, massive reno- 
vations and rebuilding. And, given the geopolitical vola- 
tility worldwide and the heightened threat of bioterror- 
ism on U S .  water pipelines and reservoirs, these costs 
are likely to continue to only rise, as companies strive to 
comply with EPA water purification standards. Infra- 
structure repair costs are expected to climb in the 
hundreds of millions of dollars over the next two de- 
cades, putting many smaller water companies at a 
distinct disadvantage. With a dearth of resources to fund 
these improvements, many such companies are being 
forced to sell. But, given the current landscape, larger 
companies with the flexibility and capital to deal with 
the higher costs are utilizing the weakness to add 
additional legs of growth to their businesses. Aqua 
America, the largest water utility in our survey, for 
example, has made more than 90 acquisitions in the past 
five years, doubling its revenue base during that time. 
The company does not seem to be slowing its aggressive 
spending ways and has the highest return on equity of 
any of the stocks that we cover here. 

Investment Advice 

Most investors will probably want to take a pass on 
the stocks in this industry. Typically market laggards, 
not one of the issues covered in the next few pages 
stands out for near-term or long-term capital gains 
potential. The limited financial resources of most of 
these companies, along with the capital-intensive nature 
of the industry, will probably limit any substantial 
growth out to late decade. 

Those seeking to add an  income component to their 
portfolio may find an  attractive option here, though. 
Each of the stocks in this industry carries an above- 
average dividend yield, with American States Water and 
California Water offering the highest percentages. Cali- 
fornia Water offers some additional appeal, as i t  has a 2 
(Above Average) Safety rank. As is always the case, we 
recommend that all potential investors take a more in 
depth look at the individual reports on the following 
pages before considering making any future financial 
commitments. 

Andre J. Costanza 
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INTRODUCTION 

SI. 

4. 

2. 

4. 

Q. 

A. 

... 

Please state your name, occupation, and business address. 

My name is William A. Rigsby. I am a Public Utilities Analyst V employed 

by the Residential Utility Consumer Office (“RUCO”) located at 11 10 W. 

Washington, Suite 220, Phoenix, Arizona 85007. 

Please state the purpose of your surrebuttal testimony. 

The purpose of my testimony is to respond to Black Mountain Sewer 

Corporation’s (”BMSC” or “Company”) rebuttal testimony on RUCO’s 

recommended operating expense adjustments, recommended rate design 

and recommended rate of return on invested capital (including RUCO’s 

recommended capital structure and cost of debt) for the Company’s 

wastewater operation located in Maricopa County. 

Will your surrrebuttal testimony address any of the rate base issues in the 

case? 

No. The rate base issues, including RUCO’s recommendations on the 

Company’s treatment capacity with the City of Scottsdale, will be 

addressed in the surrebuttal testimony of RUCO witness Marylee Diaz 

Cortez, CPA. 
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1. 

4. 

1. 

4. 

Have you filed any prior testimony in this case on behalf of RUCO? 

Yes, on January 17, 2006, I filed two separate pieces of direct testimony 

with the Arizona Corporation Commission (“ACC” or “Commission”) on 

BMSC’s application requesting a permanent rate increase (“Application”). 

My first piece of direct testimony addressed the operating expense and 

rate design issues associated with the case and also presented RUCO’s 

recommended level of operating revenue. My second piece of direct 

testimony addressed the cost of capital issues associated with BMSC’s 

filing. 

How is your surrebuttal testimony organized? 

My surrebuttal testimony contains four parts: the introduction that I have 

just presented, a summary of BMSC’s rebuttal testimony, a section on 

RUCO’s recommended operating expense adjustments, and a section on 

the cost of capital issues. 

SUMMARY OF BMSC’S REBUTTAL TESTIMONY 

a. 
4. 

... 

Have you reviewed BMSC’s rebuttal testimony? 

Yes. I have reviewed the Company’s rebuttal testimony, which was filed 

on April 6,2006. 
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2. 

4. 

Please summarize the Company’s rebuttal testimony as it pertains to 

those aspects of the case that you were involved with. 

With regard to the operating expense aspects of the case, BMSC 

disagrees with RUCO Operating Adjustment #I which removed the 

Company’s pro forma Scottsdale Capacity (Operating Lease) expense 

figure, and RUCO Operating Adjustment #6, which reduced the Company- 

proposed level of property tax expense. BMSC partially disagrees with 

RUCO’s Operating Adjustment #2, which capitalized certain test year 

expense items related to an operating agreement between the Company 

and the Town of Carefree, and the Company’s cost of purchasing, 

installing, and providing training on confined space entry and rescue 

equipment during the test year. BMSC has accepted RUCO’s Operating 

Adjustments #3 and #4, which normalized management fees and removed 

long-distance phone charges for calls made to various locations in Texas, 

respectively. The Company did not take issue with the methodologies that 

I used to calculate RUCO’s recommended levels of depreciation and 

income tax expense (RUCO’s Operating Adjustments #5 and #7). Finally, 

BMSC has increased the Company-proposed level of amortized rate case 

expense, from $30,000 per year to $37,500 per year. 

In regard to rate design there does not appear to be any areas of 

contention between RUCO and the Company. As I pointed out in my 

direct testimony, RUCO believes, as does the Company, that the current 

type of rate design should be retained. The only changes made by RUCO 

3 
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to the current rate design were adjustments to the monthly charges in 

order to generate RUCO’s recommended level of revenue. 

In regard to the cost of capital aspect of the case, the Company’s cost of 

capital witness disagrees with my recommendations on capital structure, 

cost of debt and cost of common equity and is critical of the methods that I 

have used to derive my recommended 9.49 percent cost of common 

equity for BMSC. 

PERATING EXPENSE ADJUSTMENTS 

. Why does BMSC oppose RUCO’s Operating Adjustment # I  which 

removed the Company’s pro forma Scottsdale Capacity (Operating Lease) 

expense figure? 

, BMSC has rejected RUCO witness Marylee Diaz Cortez’s 

recommendation that the Company’s purchased treatment capacity from 

the City of Scottsdale be treated as a utility asset, as opposed to an 

operating lease, and that the purchased treatment capacity be included in 

rate base. RUCO’s Operating Adjustment #I was a direct result of the 

rate base adjustments recommended by Ms. Diaz Cortez. 
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Q. 

A. 

Q. 

A. 

... 

Does RUCO still recommend that the Company’s purchased treatment 

capacity from the City of Scottsdale be treated as a utility asset, as 

opposed to an operating lease? 

Yes. RUCO believes that the Commission should ratebase the 

Company’s purchased treatment capacity. A more detailed discussion of 

this issue is contained in the surrebuttal testimony of Ms. Diaz Cortez. 

Do you accept the Company’s rebuttal position that the Commission 

should reject RUCO’s property tax recommendation because the ACC has 

rejected RUCO’s methodology for calculating property taxes in the past? 

No. While it is true that the Commission has made such a decision in the 

past favoring the Company and ACC Staffs methodology for calculating 

property tax expense, it does not mean that the Commission’s decision on 

the Company and ACC Staff‘s methodology is permanent. The 

Commission has reversed its decisions on specific methodologies for 

calculating ratemaking components in the past, such as its recent decision 

on how income tax payments should be treated in the calculation of cash 

working capital in the Arizona Water Company Western Group rate case’. 

Decision No. 68302, dated November 14, 2005 1 
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a. 

4. 

a, 

4. 

Do you continue to recommend that the Commission adopt RUCO’s 

Operating Adjustment #6, which reduced the Company-proposed level of 

property tax expense? 

Yes. Despite the Company’s testimony regarding Commission 

precedent, RUCO continues to believe that it is unlikely that the Company 

will generate revenues consistent with its estimates in the near future. As 

I stated in my direct testimony, BMSC would be over-collecting the 

property tax expense for a number of years before the actual assessment 

would catch up to the Company’s 2005 projected revenue. In the 

meantime, BMSC will be recovering the Company’s property tax expense 

based on an inflated revenue projection. For these reasons, RUCO 

continues to believe that the Commission should adopt RUCO’s 

recommended level of property tax expense. 

Are there any other property tax issues that have arisen since you filed 

your direct testimony? 

Yes. Since I filed my direct testimony, I have leaned that a bill that will 

substantially reduce the property tax liability for investor-owned water, 

sewer, and wastewater utilities is now moving through the Arizona 

legislature. If this bill, known as Senate Bill 1432 (“S.B. 1432”), is signed 

into law in its current form, public service companies such as BMSC will 

be assessed no more than $500 on the value of land, buildings, 

improvements and personal property. This will result in windfall profits to 
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water and wastewater providers, some of which are already over- 

collecting property taxes in rates as a result of recent ACC decisions that 

relied on the Company-proposed methodology for calculating property tax 

expense. In addition, taxpayers in Arizona will pay not only taxes 

assessed on their own personal property, but will have to make up the 

shortfall in property taxes now paid by investor-owned water, sewer, and 

wastewater companies. Many of these Arizona taxpayers will not be 

customers of the utilities that would receive favorable property tax 

treatment under S.B. 1432, and will receive no benefit whatsoever from 

the implementation of the bill’s provisions. 

Q. 

A. 

Q. 

A. 

Can you quantify the possible effect of S.B. 1432 on BMSC’s property tax 

liability? 

Yes. If the Commission adopted RUCO’s recommendations in this 

proceeding and S.B. 1432 was subsequently signed into law, BMSC’s 

annual property tax liability would fall from $35,410 to only $32. 

Do you agree with the Company’s rationale that the legal and training 

costs associated with the Company’s operating agreement, between 

BMSC and the Town of Carefree, and the confined space entry and 

rescue equipment should be expensed as opposed to being capitalized? 

No. I do not. The Company’s witness believes that RUCO’s purpose in 

making these adjustments is to remove non-recurring legal and training 
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expenses. This is simply not the case. RUCO’s purpose in making the 

adjustment was to reclassify costs that were incorrectly booked by the 

Company, and to place those costs into their proper accounts so they 

would receive the appropriate ratemaking treatment. RUCO’s 

capitalization adjustment is consistent with accepted ratemaking and 

accounting practices of capitalizing all of the costs that are directly 

associated with placing specific assets (e.g. mains or structures) into 

service. For these reasons, RUCO believes that the Company’s argument 

should be rejected. 

Q. 

A. 

... 

Please address the Company’s rebuttal position on the level of rate case 

expense. 

BMSC is now proposing that the level of amortized rate case expense be 

increased from $30,000 per year to $37,500 per year. This represents a 

$30,000 increase over the original $120,000 rate case expense figure 

presented in the Company’s application. The Company’s witness stated 

that the additional expense was a result of data requests from ACC Staff 

and RUCO, to a lesser extent, and the intervention of the Town of 

Carefree. 
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3. What is RUCO’s position on rate case expense at this stage of the 

proceeding ? 

4. RUCO believes that the Commission should adopt no more than the 

original $120,000 level proposed by BMSC in the Company’s original 

application. RUCO is willing to accept this figure given the fact that this is 

the Company’s first filing for rate relief under its new owner, and no 

previous rate case expense level has been adopted by the Commission in 

the past. Given the lack of a “template” on which to make a comparison 

on whether the original $120,000 figure was reasonable or not, RUCO is 

willing to accept it as a maximum level of expense in this proceeding. 

COST OF CAPITAL 

Q. 

A. 

Briefly summarize the positions of the parties to the case in regard to 

capital structure, cost of debt, cost of equity and weighted cost of capital. 

Both ACC Staff and the Company are recommending debt-free capital 

structures comprised of I00 percent common equity. RUCO is 

recommending a capital structure comprised of 44 percent debt and 56 

percent common equity, with a weighted cost of debt of 9.40 percent, 

should the Commission adopt the Company’s pro forma Scottsdale 

Capacity (Operating Lease) expense figure. Should the Commission 

reject the Company’s pro forma Scottsdale Capacity (Operating Lease) 

expense figure, RUCO is recommending a slightly different capital 

structure comprised of 43 percent debt and 57 percent common equity 

9 
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with a weighted cost of debt of 8.16 percent. The costs of common equity 

being recommended are as follows: 

BMSC 11 .OO% 

ACC Staff 9.60% 

RUCO 9.49% 

The weighted costs of capital being recommended by the parties to the 

case are as follows: 

BMSC 11 .OO% 

ACC Staff 9.60% 

RUCO’ 9.45% 

RUC03 8.92% 

Capital Structure 

Q. Does the Company’s witness recognize the fact that that the absence of 

financial risk in the Company-proposed capital structure, comprised of 100 

percent common equity, merits a lower cost of common equity? 

No. .The Company’s witness maintains that BMSC still faces financial risk 

as a result of the inter-company loans that were used to finance the 

BMSC’s treatment capacity assets. The Company’s witness also fails to 

grasp the rationale for my dual capital structure recommendation. 

A. 

Assuming the Commission adopts the Company’s pro forma Scottsdale Capacity (Operating 2 

Lease) expense figure. 

Assuming the Commission rejects the Company’s pro forma Scottsdale Capacity (Operating 
Lease) expense figure. 

10 
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Q. Do you agree with the Company witness that BMSC still faces financial 

risk as a result of the inter-company loans that were used to finance the 

Scottsdale treatment capacity? 

No. As I explained in my direct testimony, if the Commission adopts the 

Company’s pro forma Scottsdale Capacity (Operating Lease) expense 

figure, BMSC will recover the inter-company loans on a dollar-for-dollar 

basis. As a result of this, any financial risk attributed to the inter-company 

loans will cease to exist (assuming there ever was any financial risk on an 

inter-company payable as opposed to long-term debt incurred with a third 

party lender). Because of this situation, I recommended two separate 

capital structures. One, based on BMSC’s parent company’s capital 

A. 

structure and comprised of 43 percent debt and 57 percent common 

equity, that I believe the Commission should adopt if it accepts the 

Company’s pro forma Scottsdale Capacity (Operating Lease) expense 

figure, and a second, comprised of 44 percent debt and 56 percent 

common equity, that I believe the Commission should adopt if it rejects the 

Company’s pro forma Scottsdale Capacity (Operating Lease) expense 

figure (as recommended by RUCO witness Diaz Cortez). The two capital 

structures that I have recommended produce weighted costs of capital of 

8.92 percent and 9.45 percent respectively. Both of my recommended 

capital structures would bring the Company’s capital structure, and 

weighted cost of capital, in line with the capital structures and weighted 

costs of capital of the utilities included in my water company sample. 

11 
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For the sake of clarity, please explain the rationale for your dual capital 

structure recommendation. 

As I explained on page 55 of my direct testimony, the first capital structure 

mirrors the test year capital structure of the Company’s parent, Algonquin 

Power, and includes the weighted cost of debt instruments that were 

disclosed in Algonquin Power’s 2004 annual report. I have recommended 

this capital structure as opposed to a purely hypothetical capital structure 

and I believe that it would be an appropriate capital structure for BMSC 

should the Commission allow the Company to recover the inter-company 

loans, associated with the Scottsdale treatment capacity operating 

expense figure, on a dollar-for-dollar basis. 

The second capital structure includes the inter-company loans used to 

finance the acquisition of the BMSC assets and includes their stated 

interest rates as a cost of debt. I have recommended this capital structure 

should the Commission adopt Ms. Diaz Cortez’s recommendation to treat 

the Scottsdale treatment capacity as an asset to be included in the 

Company’s plant in service account. Were the Commission to adopt 

RUCO’s rate base recommendations, this capital structure would 

essentially be the Company’s actual test year capital structure, because it 

would be comprised of the levels of inter-company debt and equity that 

financed the assets which would be recovered through the traditional 

ratemaking model advocated by Ms. Diaz Cortez. 

12 



I 1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

~ 

~ 

I 

Surrebuttal Testimony of William A. Rigsby 
Docket No. SW-02361A-05-0657 

Cost of Debt 

Q. Please address the Company’s position that your 9.49 percent 

recommended cost of equity is too low because it is close to the stated 

9.40 percent rate of interest on BMSC’s inter-company loans. 

The only reason for the small spread between my recommended cost of 

common equity and the stated rate on BMSC’s inter-company loans is that 

the Company failed to adjust the stated rate downward to reflect the trend 

in interest rates that occurred after the inter-company loans were 

established. While a 9.40 percent stated rate might have been reasonable 

during the mid-nineties, it certainly wasn’t at the time that Algonquin 

Power acquired BMSC during 2001, when the yields of A and Baa-rated 

utility bonds had fallen to 7.51 percent and 7.82 percent respectively by 

November of that year. Neither is the 9.40 percent stated rate of interest, 

on BMSC’s inter-company loans, representative of the weighted cost of 

debt instruments carried by the water utilities in my sample, which 

averaged approximately 6.45 percent (Appendix 1). As it stands now, 

BMSC’s ratepayers are being penalized because the Company did not 

take advantage of lower cost debt financing while it was available or 

simply revise the stated rate of the inter-company loans to reflect the 

prevailing interest rate environment. Had BMSC taken out a loan with a 

third party lender at the time of the acquisition, prevailing interest rates 

would have been lower than the 9.40 percent rate set in the mid-nineties. 

Because of these reasons, I believe a good argument could be made to 

A. 
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Q. 

A. 

Q. 

A. 

use the same 8.16 percent weighted cost of debt, that obtained from 

Algonquin Power’s 2004 annual report, in both of my recommended 

capital structures. This would result in weighted costs of capital of 

approximately 8.92 percent for both capital structures. 

The 8.16 percent cost of debt you obtained from Algonquin Power’s 2004 

annual report is still 171 basis points higher than the 6.45 percent average 

cost of debt of your sample water utilities. Why haven’t you revised your 

recommended costs of debt using the lower 6.45 percent figure? 

Because I recognize the fact that interest rates have increased in the last 

two years. I recently used the aforementioned 6.45 percent average 

weighted cost of debt of my sample utilities to develop a hypothetical cost 

of debt for Far West Water and Sewer Company (“Far West”). In that rate 

case proceeding, I recommended a hypothetical cost of debt of 8.45 

percent, or 29 basis points higher than the 8.16 percent cost of debt 

obtained from Algonquin Power’s 2004 annual report. 

Why haven’t you revised your recommended costs of debt to reflect the 

same 8.45 percent figure that you recommended in the Far West 

proceeding ? 

Because I believe that the 8.16 percent cost of debt obtained from 

Algonquin Power‘s 2004 annual report is more appropriate given the fact 

that Algonquin Power is BMSC’s parent company. 

14 
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Zost of Common Equity 

2. 

\. 

2. 

4. 

1. 

9. 

Has BMSC made any changes to the Company-proposed cost of common 

equity of 1 I .OO percent? 

No. 

How did ACC Staffs cost of capital witness arrive at his final cost of equity 

estimate of 9.60 percent? 

ACC Staffs witness arrived at his final estimate of 9.60 percent by 

averaging the results of his DCF and CAPM models. 

What would your cost of equity estimate be if you were to average the 

results of your DCF and CAPM models as ACC Staff has? 

Averaging the results of my water company sample DCF result of 9.49 

percent, and my water company sample CAPM result, using a geometric 

mean, of 8.89 percent produces an estimate of 9.19 percent, which is 41 

basis points lower than ACC Staffs 9.60 percent estimate and 181 basis 

points lower than the Company’s 11 .OO percent estimate. Averaging the 

results of my water company sample DCF result of 9.49 percent, and my 

water company sample CAPM result, using an arithmetic mean, of 10.39 

percent produces an estimate of 9.94 percent, that is 34 basis points 

higher than ACC Staffs 9.60 percent estimate and 106 basis points lower 

than the Company’s 11.00 percent estimate. An average of my water 

company DCF result of 9.49 percent and both of my water company 
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CAPM results of 10.39 percent and 8.89 percent results in an estimate of 

9.59 percent, which is only one basis point lower than ACC Staffs 9.60 

percent estimate and 141 basis points lower than the Company’s 11.00 

percent estimate. 

Does ACC Staff‘s final cost of equity estimate include a financial risk 

adjustment that reflects the absence of financial risk in the Staff 

recommended capital structure comprised of 100 percent common equity? 

No, it does not. However, ACC Staff‘s witness did calculate a financial 

risk adjustment of negative 30 basis points using a technique developed 

by Robert Hamada (which relies on the use of a levered beta in the 

CAPM). This is the same method that ACC Staff used to derive a 60 

basis point upward adjustment that was included in the 10.40 percent cost 

of common equity that ACC Staff recommended in a recent rate case 

involving Arizona-American Water Company l n ~ . ~  (“Arizona-American”). 

The 60 basis point upward adjustment took into account Arizona- 

American’s teveraged capital structure of 63.0 percent debt and 37.0 

percent equity. 

On page 34 of his direct testimony on BMSC, ACC Staff‘s witness stated 

that the application of the negative 30 basis points, derived from the 

Hamada technique, to his final estimated 9.60 percent cost of equity would 

result in a weighted cost of capital of 9.30 percent for BMSC. This 9.30 

’ Docket No. W-01303A-05-0405 
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percent figure falls inside my 8.92 percent to 9.45 percent range of 

weighted cost of capital estimates noted earlier. 

Q. 

A. 

Q. 

A. 

, 

The Company’s cost of capital witness stated that the dividend yield 

component of your DCF model was obtained from spot prices of the 

stocks of the water utilities included in your sample. Is this correct? 

No. As I explained on pages 28 and 62 of my direct testimony, I use an 8- 

week average of closing stock prices to arrive at the PO input for my DCF 

model. 

Do you believe that Southwest Water Company (“SWWC”) should have 

been excluded from your sample based on its percentage of revenues 

from water utility services as pointed out by the Company’s cost of capital 

witness? 

No. The Company is attempting to make an argument that my DCF 

dividend yield estimate is biased downward as a result of my inclusion of 

SWWC. Even though it is true that SWWC’s water utilities make up 

approximately 38 percent of total revenues, the majority of SWWC’s 

remaining revenues are derived from activities that are closely related to 

the provision of regulated water and wastewater services (Le. equipment 

maintenance and repair, sewer pipeline cleaning, billing and collection 

services, and state-certified water and wastewater laboratory analysis on 

a contract basis) as opposed to highly speculative activities that are totally 
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unrelated to the water and wastewater industry. For this reason I saw no 

need to exclude SWWC from my sample. In fact, I believe it is somewhat 

telling that SWWC, which actually does do business in the competitive 

arena, had a lower estimated cost of equity than the other water utilities in 

my sample. 

I. 

4. 

Please address the Company’s position that, in addition to your dividend 

yield estimate just discussed, your estimates of external growth are also 

biased downward. 

The Company’s cost of capital witness has taken issue with my calculation 

of “v” for the external growth rate estimate portion of the DCF’s growth 

component. This calculation takes into consideration the fact that, while in 

theory a utility’s stock price should move toward a market to book ratio of 

1.0 if regulators authorize a rate of return that is equal to a utility’s cost of 

capital, in reality a utility will continue to issue shares of stock that are 

priced above book value. 

As I explained on pages 17 through 18 of my direct testimony, this same 

assumption was incorporated into the DCF analysis performed by Mr. 

Stephen Hill, ACC Staff’s cost of cost of capital witness in the Southwest 

Gas rate case proceeding. Mr. Hill used the same methods that I have 

used in arriving at the inputs for his DCF model. His final recommendation 

for Southwest Gas Corporation, which was adopted by the Commission, 

was largely based on the results of his DCF analysis, which incorporated 
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the same valid market-to-book ratio assumption that I have used 

consistently. 

Q. Please discuss the Company’s criticism of your testimony that one of the 

desired effects of regulation is to achieve a market-to-book ratio of 1 .O on 

the common stock of an investor owned utility. 

My direct testimony sets forth the premise that the market value of a 

utility’s stock will tend to move toward book value, or a market-to-book 

ratio of 1.0, if regulators allow a rate of return that is equal to the cost of 

capital of firms with similar risk. This premise is recognized among 

practitioners who have testified in cost of capital proceedings5. 

A utility’s market price should equal its book price over the long run if 

regulators allow a rate of return that is equal to the utility’s cost of capital. 

That is assuming that the utility’s rate of return (“ROR”) is comparable to 

the rates of return of other firms in the same risk class. For example, if a 

hypothetical utility’s book price is $20.00 per share and regulators adopt a 

rate of return that is equal to the utility’s cost of capital of 10.00 percent, 

the utility will earn $2.00 per share (“EPS”). With earnings of $2.00 per 

share, and a market required rate of return on equity of 10.00 percent, for 

firms in the utility’s risk class, the market price of the utility’s stock will set 

at $20.00 per share ($2.00 EPS + 10.00% ROR = $20.00 per share price). 

A. 

I 

1 

If the utility records earnings that are higher than the earnings of other 

Carleton, Willard T. and Morin, Roger A. 
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firms with similar risk, the market value of the utility's shares will increase 

accordingly ($2.50 EPS + 10.00% ROR = $25.00 per share). On the other 

hand, if the utility posts lower earnings, the stock's market price will fall 

below book value ($1.50 EPS + 10.00% ROR = $15.00 per share). 

Because of economic forces beyond the control of regulators, it is not 

reasonable to assume that the utility will have earnings that match those 

of firms of similar risk in every year of operation. In some years, earnings 

may drop causing the market-to-book ratio to fall below 1.0, while in other 

years the utility may have earnings that exceed those of other firms in its 

risk classification. However, over the long run the utility's earnings should 

average out to the earnings that are expected based on its level of risk. 

These average earnings over time will result in a market-to-book ratio of 

1.0. A 1.0 ratio may never be achieved in practice and many investors 

may not even care what the market-to-book ratio is as long as they 

receive their required rate of return. 

Q. 

A. 

Does the investment community at large recognize the fact that regulated 

utilities, such as BMSC, are different from non-regulated entities in terms 

of how they obtain their earnings? 

Yes, I believe more so than the Company's cost of capital witness 

probably would like to admit. For example, over the past year several 

articles on investing in the water infrastructure industry have appeared on 

the Internet, such as MSN Money/CNBC, and in the print and online 
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editions of Forbes magazine (Attachment A). In the MSN Money/CNBC 

piece6 (Attachment B), author Jon D. Markman, a weekly columnist for 

CNBC, pitched his suggestions for investing in what some believe to be a 

coming global water shortage. In regard to domestic utilities, Markman 

had this to say: 

’Virtually all of the U.S. water utility stocks are regulated by 
states and counties, which makes them pretty dull. Govern- 
mental entities typically give utilities a monopoly in a geo- 
graphic region, then set their profit margin a smidge above 
costs. Just about the only distinguishing factor among them 
are the growth rates of their regions and their ability to 
efficiently manage their underground pipe and pumping infra- 
structure.” 

Even though investors are aware of these facts, it appears that it has not 

deterred them from investing in watedwastewater utility stocks according 

to John Dickerson, an analyst with Summit Global Management of San 

Diego who offered these observations in the Markman article: 

“Although not widely appreciated, water has been recog- 
nized by conservative investors as an investment opportunity 
-- and it has rewarded them. Over the past 10 years, the 
Media General water utilities index is up 133%, double the 
Return of the Dow Jones Utilities Index. Over the past five 
Years, water utilities are up 32% -- clobbering the flat returns 
of both the Dow Jones Utilities and the Dow Industrials. One 
of water’s key long-term value drivers as an investment, 
according to Dickerson: Demand is not affected by inflation, 
recession, interest rates or changing tastes.” 

Markman, Jon D, “Invest in the Coming Global Water Shortage,” MSN.com, January 12, 2005, 6 

http://moneycentral.msn.com/content/P102I 52.asp. 
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Both Mr. Markman’s and Mr. Dickerson’s views are shared by Jeffrey R. 

Kosnett, the senior editor of Kiplinger‘s Personal Finance, who had this to 

say in his February 21, 2006 Kiplinger.com column7 (Attachment C): 

“If only there were more water stocks. The few publicly traded 
water companies are pumping marvelous total returns: 25% 
a year over the past ten years at industry giant Aqua America 
(symbol WTR) and close to that at others, such as California 
Water Services (CWT), American States Water (AWR) and 
SJW Corp. (SJW). Water stocks are also remarkably con- 
sitent, with double-digit annualized total returns common 
across one, three, five and ten years.” 

Mr. Kosnett went on to state: 

“Water companies’ returns are regulated, so the companies 
are clssified as public utilities. But for investors, they’re more 
like dividend-paying growth stocks -- and not just because of 
their past performance. Water usage expands with population 
and housing growth, and water companies are also able to 
grow by making acquisitions. California Water started expand- 
ing to other states in 1999 when it bought into Washington and 
says it is always scouting around for more opportunities.” 

What I believe is interesting here is that watedwastewater stocks are 

performing well despite the fact that they are typically awarded rates of 

return that only provide them with a thin operating margin over their costs. 

This being the case there is no need to award higher returns on common 

equity such as the 11 .OO percent figure advocated by the Company’s cost 

of capital witness. 

Kosnett, Jeffrey R, ”California Water: Refreshing,” Kiplinger.com, February 21,2006, 
http://www.kiplinger.com/personalfinance/columns/picks/archive/ZOO6/pickO22l .htm. 
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1. 

4. 

Can you cite any other reasons why you believe that your calculation of 

“v,” for the external growth rate estimate portion of the DCF’s growth 

component, should continue to be relied on despite the Company’s 

position on market-to-book ratios? 

Yes. There is a good possibility that water and wastewater utility stock 

prices are inflated and that there is no need for these utilities to pay out as 

much as they are in dividends. On March 24,2006, RWE AG announced 

its intentions to sell American Water on the open market through an initial 

public offering (“IPO”) process. Once the IPO is completed, American 

Water, which was one of the largest and most successful of all of the U.S. 

water utilities prior to RWE AG’s acquisition of it, will be traded on a stock 

market as the other water utilities in my sample are. In the November 8, 

2005 online edition of Forbes magazine John Dickerson, the same analyst 

interviewed in the Markman article just cited, stated that he believed that 

this is good news for investors, because it will bring down the inflated 

values of US. water utilities. In addition to bringing water and wastewater 

utility stock prices in line with their book values, the correction anticipated 

by Mr. Dickerson would allow water utilities to still offer attractive yields to 

investors without having to pay out the same percentage of their earnings 

in dividends that they do now. 
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2. 

4. 

2. 

4. 

Did the Company’s cost of capital witness take into consideration any of 

the concepts or information you have cited above into in developing the 

inputs for his DCF model? 

No. As a result of this and his over-reliance on analyst‘s projections, 

which I noted in my direct testimony, his estimates are upwardly biased. 

Please discuss the Company’s position that the higher long-term returns 

currently projected by Value Line analysts are more reliable now than the 

higher inaccurate projections that Value Line made for the 2002 through 

2005 period. 

The Company’s cost of capital witness opines that the reason for Value 

Line’s less than stellar track record for the period from 2002 through 2005 

was due to poor weather conditions in California and delays in obtaining 

rate increases from the California PUC. In response, I can say that if the 

Company’s rebuttal testimony on this issue proves anything at all, it is that 

the only two sure things in life are death and taxes. If the Company’s cost 

of capital witness is willing to believe that analysts at Value Line, Zacks, 

Merrill Lynch, or I/B/E/S have all gotten better at predicting the weather or 

the actions of utility regulators, which I stopped second-guessing years 

ago, then more power to him. I for one believe that analyst’s estimates 

are just that, estimates. Long-term estimates should be viewed and 

evaluated objectively against historical results in order to arrive at 

balanced and reasonable inputs for any model used in the determination 
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of a cost of equity as opposed to blind reliance on analyst’s estimates. 

The Company’s blind reliance on these estimates is a primary reason for 

the difference between my 9.49 percent recommendation and the 

Company-proposed estimate of 11 .OO percent. 

Q. 

A. 

Q. 

A. 

Please comment on the Company’s rebuttal testimony on the CAPM 

methodology for determining cost of equity. 

The Company’s cost of capital witness seems to want to have things both 

ways. After he questions the use CAPM in rate case proceedings and 

explains why he believes that the reliance on published betas is 

problematic, he then goes on to perform a CAPM analysis using his 

preferred inputs. This produces a 10.50 percent result that is slightly 

higher than the 10.39 percent result obtained in my model using an 

arithmetic mean, and a full 50 basis points lower than his 11.00 percent 

estimate which was heavily influenced by analyst‘s long-term forecasts. 

He then criticizes me for not recommending the higher 10.39 percent 

result obtained in my CAPM analysis. If anything, I believe his testimony 

on CAPM reinforces my argument that his I 1  .OO percent cost of equity 

estimate is too high and should be adjusted downward. 

Is the Company’s cost of capital witness correct in his criticism of CAPM? 

I believe his argument is unwarranted and outdated. While it is true that 

the use of CAPM in rate case proceedings first came under fire twenty-five 
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years ago, that hasn’t stopped cost of capital practitioners from using the 

model or public utility commissions from accepting the model’s results. 

Although I have always used CAPM in a supporting role, both at RUCO 

and at the ACC, two other expert witnesses (both of whom are Ph.D.’s) 

that filed testimony in recent Arizona-American cases8 have chosen to use 

CAPM as their primary method for estimating their recommended costs of 

Q. 

A. 

Q. 

A. 

equity. 

Do you ever allow the results of your CAPM analysis to influence your final 

recommended cost of equity, which was derived from your DCF analysis? 

Generally speaking no. If the Company’s witness were to review copies of 

prior testimony I have filed with the ACC, he would find that for the most 

part I have relied on my DCF results, even when my CAPM analyses, 

using both the arithmetic and the geometric means, produced lower 

estimates. 

Please address the Company’s position that your recommended cost of 

equity is too low given BMSC’s size? 

As I stated in my direct testimony, the size argument has been 

consistently rejected by the Commission in past rate case proceedings. 

That aside, given the size and financial strength of the Company’s parent, 

Algonquin Power, which is publicly traded on a major stock exchange and 

Docket No.’s W-01303A-05-0405 and WS-01303A-06-0014. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

owns 100 percent of BMSC, I fail to understand why the Company’s cost 

of capital witness would even attempt to use that argument in this case. 

For all practical purposes, BMSC is no different from many other Arizona 

water or wastewater systems that are owned by large corporate entities. 

Nor for that matter is BMSC any different from the many water and 

wastewater systems that comprise the water utilities used in my sample. 

Has any of the rebuttal testimony presented by BMSC’s witnesses 

convinced you to make adjustments to your recommended cost of 

common equity? 

No. 

Does your silence on any of the issues or positions addressed in the 

rebuttal testimony of the Company’s witnesses constitute acceptance? 

No, it does not. 

Does this conclude your surrebuttal testimony on BMSC? 

Yes, it does. 
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Divestiture 

in "Liquid Stacks", Summit Global Management's John Dickerszrn discussed ~ ~ ~ ~ ~ ~ n ~ ~ i e s  to invest In water companies that 
wwe helping build water systems in China and other developing nations. His pick, RWE, had investments in the U,K.'s 
Thames Watar and American Water Works af the US. and provided investors with dividend yields above the market average 
and pricelearnings ration we1 beiow. On November 4, hwever ,  RWE announced it wouid divest its water assets and focus an 
elacfricity and gas markets in Eurape. 

'We are very happy that RWE is planning to get aut of the water business," says Dickerson, *and we think in the longer run it 
wifl be a healthy development for investors in the U,S. water industry, The disposition of water utility assets in the US. is 
absolutely not an indication that this is a bad business that should be avoided by investors.* 

Dickerson says that American VVater Works was the Iargesi and most successful of ai$ the US. water utiliies beforit the RWE 
purchase {today he  says that accolade is with Aqua-America (nyse: LiJrfc - news - peopie ](See "Splash") and predicts that 
RVE wtl chose to publicly oRer its utiiiti assets because it can get better premiums in public markets. Dickeman does not 
beiieve &her pdvate equity invesiors or any other water utility companies wwid be intsrested in American Water Works 
because of :%e potential high price. He says only Gensrat Electric Inyse: C;E - n w s  - people would be large enough to 
s&alluw American WatEr Works whole, but companies like GE, WT industries (nyse: L T  - news - peopfe 1 and 3M (nyse: 
MMtol - rem - peopte 1 have not shown previous interest in water utili@ assets, preierring t!, stick to water industilai assets- 
e . ~ .  filtmtion, desalination and instrumentation markets. 

That's good news for investors. Dickerson says a n  initial public offering for American Water Works would help bcng oown 
infisted rnultipies of srnalter US. utilities which is the reason Dickerwn moved most af his  funds outside %e U.S. Eet&r 
vatuations would mean more investment options. 

For the moment, Dickerson also recommends sticking with RWE because there is not enough information about pending 
vansac6czns. He says holding R&E might give existing investors preferentiat i7gh'i with respect to new water shares-a two- 
for-cne bonus. 

More faces In The News 
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Ten years ago next Monday, a massive earthquake rolled under the Japanese city 
of Kobe a t  dawn, toppling 140,000 buildings, causing 300 major fires, killing 
more than 5,000 people and feaving 300,000 homeless. 

To help cover t h e  story for the L A .  Times, I left my wife to t a re  for our 10-day- 
old daughter and 2-year-old son and flew into the  city with a small team of Los 
Angeies-based trauma doctors and nurses. We found a surreal, srnoktng ruin of a 
city with roads twisted like coifs of rope, high-rises titted a t  Dr. Seuss angles and 
thousands of middie-class families jammed into dingy, ice-cold rooms in the few 
public buildings left standrng. 

Just as En t h e  tsunami zone of South Asia t h i s  month, the immediate health 
danger, besides a possrbfe outbreak of disease, was a tack of fresh water. More 
than 75%0 of the  city's water supply was destroyed vrrhen underground pipes 

fractured. As much as t hey  desired pallets af drugs, food, blankets and tents sent 
from throughout Japan and abroad, the Kobe survivors coveted -- and needed -- 
clean, bottled water for cooking, drinking and bathing. 

I see the news 

I that affects your ducks. 
Check out uur I new News center. 

Both incidents are a stark reminder that water js our 
most precious resource. Because it is seemingly 
ubiquitous in the United States, it: is taken for granted. 
Massive snowstorms in California this month have loaded LIP the snowpack that 
pravides water there, and rains in the Southeast are filling reservoirs in that  part 
of t h e  country. 

' i 

The rest of the  world, however, is not so fortunate. 

Not ~~~~~~ any more water 
There is no more fresh water on Earth today than there was a million years ago. 
Yet today, 6 billion people share it. S~nce 1950, the world population has 
doubled, but water use has tripled, notes John Dickerson, an analyst and fund 
manager based in San Diego. Unlike petroleum, h e  adds, no technalogrcai 
innovation can ever replace water. 

Chrna, lrvhich is undergoing a vast rural-to-urban population migration, is 

emblematic of t h e  places where water has become scarce. 3 t  has about as much 
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water as Canada but 100 times more people. Per-capita water resenes a re  onty 

about a fourth t h e  global average, according to experts. Of its 669 cities, 440 
regularJy suffkr moderate to  criticaf water shortages. 

Although not widefy appreciated, water bas  been recognized by consentative 
investors as an investment opportunity -- and it has rewarded them, Over the 
past 10 years, the Media General water utilities index is up 133%, double t h e  
return of t h e  Daw lanes Utifities Index ($UTIIL), Over the  past five years, 
water utliitier are up 32% -- clobbering the flat returns of both the Dow ]ones 
Utilities and the Daw Industrials ($INDU). Une of water's key long-term value 
drivers as an investment, according to Dickerson: Demand is not affected by 
inflation, recession, interest rates or  changing tastes. 

Virtually ail of t he  U.S. water utility stocks a re  regulated by states and counties, 
which makes them pretty dull. Governmental entities typically give utiiities a 
monopoly in a geographic region, then  set their profit margin a smidge above 
costs. Just about t h e  only distinguishing factor among them are  the  growth rates 
of their regions and their ability to efficiently manage their underground pipe and 
pumping infrastructure. Among the best a re  Aqua America (WTR, news, msgs) 

of Phitadefphia, Southwest Water (SWYC, news, ysgs) of Los Angefes; 
California Water Senrice Group (CWT, news, msgs), based in San Jose, Calif.; 
and American States Water (AWR, news, rnsgs) of San Dimas, Calif. 

In a moment, I'll offer a couple of potentiaffy more impactrut ways to invest in 
water, but first let's look a little more broadly a t  wurld demand. 

Aquifers in India are being sucked dry 
The tsunami hasfocused attention on water demand in South Asia -- and it's a 
good thing, as it was already reaching critical status in rural areas. Severat 
decades ago, farmers in t he  Indian state  of Gujarat used oxen to haul water i t? 

buckets from a few feet below the  surface. Now they pump rt from 1,000 feet 
below the surface, That may sound good, but they have been drawing water from 
the earth to feed a mushrooming population a t  such a terrific rate that ancient 
aqurfers have been slicked dry -- turning once-fertile fieids slowly in t5  sand. 

According to New Scientist magazine, farmers using crude oilfield technology in 

India have drilled 21 r n i l h ~  "tube wells" into the strata beneath t h e  fields, and 
every year millions more wells throughout the region -- all the way to Vietnam -- 
are being dug to service water-needy crops like rice and sugar cane. The 
magazine quoted research from the annual Stockholm Water Symposium that  the 
pumps that transformed Indian farming are  drawing 200 cubic kilometers uf 

water to the surface each year, while only a fraction IS replaced by monsoon 



rains, A t  this rate, the  research suggested, groundwater supplies in some areas  
will be exhausted in five to 10 years, and millions of Indians witf see their 
farmland turned to desert. 

In China, the magazine reported, 30 cubic kiiometers more water is being 
pumped to the surface each year than is reptaced by rain -- one of the  reasons 
that  the  country has become dependent a n  grain imports from the  West .  This t ~ j  

not just an issue for agriculture, Earlier this year, t h e  Indian state of Kerala 
ordered the PepsiCo (PEP, news, rnsgs) and Coca-Cola (KO, news, rnsgs) 
bottiing plants closed due to water shortages, tasting t h e  companies millions of 
dollars. 

In  this country, shareholder activists already are lobbying companies to share  
water-dependency concerns warldwide with their stakeholders in their financial 
statements, 

Water, water everywhere, but * . I 
Tfte central problem is that  less than 2% of the world's ample store OF water is 
fresh. And that  amount is bombarded by industrial pollution, disease and cyclicat 
shifts in rain patterns, Its increasing scarcity has impelled private companies and 
countnes to attempt to lock up rights to key sources. In ;on article last month, t h e  
Christian Science Monitor suggested tha t  t he  next decade may see a cartel of 
water-exporting countries; rivaling the Organization of Petroleum Exporting 
Countries for dominance in the  world economy. 

"Water is blue gold; it's terribly precious," Maude Barfow, chair af the Council of 

Canadians, told the Monitor. "Not too far in the future, we're going to see a move 
to surround and commodify t h e  world's fresh water. Just a s  they've divvied up 
t h e  world's oil, in the coming Century, there's going to  be a grab." 

Besides the domestic water utilities listed above -- and similarly plodding foreign 
utilities such a s  United Wtilities (LIU, news, msgs) of the United Kingdom, which 
sports a 6.9% dividend yield, and Suez (SZE, news, rnsgs) of France -- investors 
interested in the sector can consider a number of variant plays. None are  
extrernety exciting, but my guess is that, over the next few years, some mure 
interesting purification technologies will emerge, alang with, perhaps, a vibrant 
attempt a t  worldwide industry consolidation. 

One current idea is Tennessee-based copper pipe and valve maker Nusller 
Industries (Mf-1, news, msgsf, a $1 billion busrness with a trailing prrce/earnings 
multiple of 15 tbat is still not expensive despite a 47% run-up in the past year. 
Its leading autside investor is Berkshire Hathaway (5RK.A, I ~ ~ V J E ; ,  rnsgs), t h e  
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investment vehicle of legendary investor Warren BuRett. 

Another is flow-control products maker Watts Water 

Technologies ( W S ,  news, msgs), which is a little richer a t  a $975 million 
market cap and a trailing PfE multiple of 19, but is still owned by severat feading 
value managers, inctuding Mario Gabelli. 

And possibly the most interesting is Cansofida&d Water (CWCO, news, msgs), 
a $160 milfion company based in the Cayman Islands that specializes in 
developing and operating ocean-water desalinization plants and water- 
distribution systems in areas where natural suppties of drinking water are scarce, 
such as t h e  Caribbean and South America. ft currently supplies water to Belize, 
Barbados, the British Virgin Islands and the Bahamas, and it has expansion 

plans. It is t h e  most expensive, but  it may atso have t h e  greatest growth 
prospects. Of alf of these, it is up the most over the past five years, a relatively 
steady 355%. 

Of course, there is one other benefit to water investing: When these companies 
say they're going to do a dilutjve deaf, it's not something to worry about. 

Fine Print 
Dickerson runs a hedge fund in San Diego strictly focused on water investing, the 
Summit Water Equity Fund. . . To learn more about Southwest Water, click here. 
. . . To learn mare about California Water Service Group, which runs systems in 

New Mexico, Hawaii and Washington State, as well as California, click here. , . , 
To tearn mare about American States Water, clkk here ,  . - 'To learn more about 
Mueller, click here, and, for Consolidated Water, click here. . . . Seems like talk is 

cheap. Since mid-December, the value of t h e  company radio personatity Howard 
Stern is leaving, Viacorn fVlA.B, news, msgs), has risen 9Yt while t h e  value of 
the company he's headed to, Sirius Satellite Radio (SIRI, news, rnsgs), is down 
13.5%. . . , For background on the Kobe earthquake, approaching its 10 th  
anniversary, click here and here. 

Jon D, Markman is publisher of S:mkT'z2d T, an independent weekly 
investnent newsletter, as weji as senior strategist and pot-tfoli~ manager at 
Pinnacle Investment Advisors. kVbile he cannot provide personalized investrment 
advice or recommendations, he welcomes column critfques and comments at 
jon. ~ ~ r k ~ ~ ~ ~ g # ~ j ~ . ~ ~ ~ ~  put COMMENT in the subject line. At: the time of 

publrcation fie held positism in the foffarving stocks mentioned in this cofumn: 
Coca - Cola. 

3/1/7006 
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by Mimsoft of any speciFit security or trading strategy. An Investor's best course of action r n u s  be based on indiiMual 
tinumr;tarms. 
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Kiplinger.com 

STOCK WATCH 

If only illere were more water stocks. Rie few pubIicIy traded water companies are pumpi~g man~lous  total returns: 25% a 
year ovcr the past ten years at industry giant Aqua America (symbol %TR) and close to that at orbm. such as Caiifomin 
Water Services (Q>VTJS Anlerican States Water f 
consistent, with double-digit annualized total relums common across one, three, five and ten years. 

and SSW Corp. (SJU’,. Water storks are also rrm3rbbly 

One of the best performers so far in 2006 is CJlifomia Water, which is headquartered in Sm Jose and atso has operations in 
Hawaii, Sew Mexico wid Washington At $42, it’s up 9% from $33 at the stan of 2OC16. Cal Water just mmm-ced a strong 
finish to 2005, x i th  fourth-quarter earnings of 32 cents a share, up from 20 ten& a year earlier. Cal Wz+ter‘s fuI!-year 2805 
profits were basically Rat because of the rainy weather early in 2005 that restrained water consumption. But business is 
improving again. There’s also a 51.15-a-share dividend h t  works out to a yield of 2.7%. Cafifornia Water has now raised 
dividends far 39 straight years. 

Assuming normal weather conditions in 1006. anaiq’srs James Lykins of Hilliard Lyons and David Schanzer of Jamey 
Montgomery Scod are calling for Gal Water‘s emings to jump this year. from 5 i A S  a share far 9005 to 5 I .75 and S 1.85, 
rcspectivcly. Bot3 reviewed the recent qumcr and bye  a buy rating on the shares. Since water companies are generally 
trading at 25 to 10 times emings, the shares would then appear to be headed for around $50. 

\Wcr companies’ rerums arc regulated, so the companies are classified as public utilities. But, for investors, they‘re more like 
dividend-paying growdl stocks - and not just because oftheir past pcrformnce. Watzr usage expands \vith population and 
ttausing grou-rh, and water companies are also able b gro.rr. by making acquisition.. California Water started expandkg to 
other states in 1989 it bought into Washington and says it is always scouting around for more oppornmitiess. 

. .  
I 
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\T THE MATTER OF QWEST 
ORPORATION’ S FILING AMENDED 
ENEWED PRICE REGULATION PLAN. 

N THE MATTER OF THE 
NVESTIGATION OF THE COST OF 
’FLECOMMUNICATIONS ACCESS. 

2 

DOCKET NO. T-01051B-03-0454 

DOCKET NO. T-00000D-00-0672 

QWEST CORPORATION’S NOTICE OF 
FILING DIRECT TESTIMONY FOR 
MODIFICATION OF PRICE CAP PLAN, 
REQUEST FOR DEREGULATION OF 
SERVICES, AND REQUEST FOR 
ARIZONA UNIVERSAL SERVICE 
FUNDING 
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FENNEMORE CRAIG 
A PROFF.sSlONAL CORPORATIC 

PlIOENlX 

BEFORE THE ARIZONA CORPORATION CO 

ARC SPITZER 

ILLIAM MUNDELL 
Chairman 

Commissioner 

Commissioner 

Commissioner 

Commissioner 

:FF HATCH-MILLER 

IKE GLEASON 

EUSTIN MAYES 

Qwest Corporation (“Qwest”) hereby submits its A.A.C. R14-2- 103 filing as 

:quired under Decision No. 66772, and its proposed revise Price Cap Plan, Qwest also 

ubmits the pre-filed, direct testimony of the following: Peter C. Curnmings, Philip E. 

;rate, Nancy Heller-Hughes, Teresa K. Million, Scott A. McIntyre, Harry M. Shooshan 

11, David L. Teitzel, Kerry Dennis Wu, and David Ziegler. Qwest requests that &e 

:omission modify the existing Price Cap Plan at issue in this docket consistent with the 

?rice Cap Plan filed herewith. Qwest further requests that the Commission deregulate 

?west billing and collection services and voice messaging services because those 

services are not essential and integral to Qwest’s provision of public telephone service in 

A 
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QWEST CORPORATION 
ARIZONA INTRASTATE OPERATIONS 
Test Year Ending December 31,2003 
$(OoO) 

1 Plant in Service 
2 Less - Depreciation Reserve 

3 Net Plant in Service 

Arizona Corporation Commission 

Schedule B1 
Title: Summary of Original Cost and Fair Value 
Rate Base Elements 

Date: Jun 21,2004 

A B 
Test Year Ending December 31,2003 
Original Fair 

Cost Rate Value Rate 
) Base* b) 

4,750,352 
2,924,497 

I ,825,855 

5,309.090 
2,718,424 

2,590,666 

4 Short Term Plant Under Construction 21,448 

6 Allowance for Cash YA-'-i Ca+l (52,173) - 251,4--_ , _ _  

8 Customer Deposits 3,299 3,299 
9 Land Development Agreement Deposits 2,023 2,023 

I O  Other Assets and Liabilities 97,377 97.377 

5 Materials and Supplies 7,255 - 7.255 

1,643,000 2,386,363 

Including Ratemaking, Accounting, and Nonnaliing Adjustments 

Supporting Schedules: 
(a) 5 2  P I  
(b) 5 3  

Recap Schedule: 
A-l 

R14filng_i2032x1s 
B1 
Page 1 of 1 Pages 

<e. i 

6/21/2004 
9:48 AM 
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